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Introduction to the Final Report 


Introductions are things which can often be skipped, but the reader who skips 
this one is likely to find difficulty in understanding the plan of the book, and its 
relationship to the Interim Report published in March 1967. I apologise for this 
fact, but the circumstances are exceptional, and a few words of historical explan- 
ation seem essential at the outset. 


The Interim Report was originally intended primarily for the Confederation of 
British Industry, as a quick method of giving them the initial results of the 
research : the document was to be an ‘open’ one, but there was no intention of 
publishing it. The definitive results of the entire research were then to be pub- 
lished when the operation was complete, and the resultant book would supersede 
the unpublished Interim Report in all respects. 


In the event, the process of working up the results intended for the Interim Report 
proved more fruitful than had been expected, and it became possible to produce — 
albeit at a somewhat alarming pace — an analysis of the results which went a 
great deal further, and answered many more questions, than had been expected. 
As this covered a large part of the ground, and as its results seemed likely to 
need little modification at the end of the research, it was considered better to 
make the Interim Report properly available to everybody by publishing it. 


This decision left open the question whether the Final Report should cover the 
whole field of the research and supersede the Interim Report, or alternatively be 
a sequel to it. The former procedure would mean that many readers, who had 
already studied the Interim Report, would have to read through a great deal of 
material which would be essentially covering old ground, to see whether there 
had been any modifications; on the other hand, the second alternative would mean 
that new readers would need first to read the Interim Report, although some parts 
of it would have been modified in the Final Report. 


The obvious way of deciding this issue was to wait until we were ready to write 
the Final Report, and then to consider how far the Interim Report required modifi- 
cation in the light of further information or further analysis and reflection. As 
things have turned out, I find that there is remarkably little which requires 
significant amendment, and it has therefore seemed better both for the author and 
for the majority of readers to treat this one as a sequel to the Interim Report, 
rather than as something which would replace it. 

At the same time, it is obviously necessary to incorporate all the information 
which is now available, including notably the results from the plantation com- 
panies which were left on one side at the beginning of the research, as well as 
returns from the late-comers in the other categories, and also certain revisions 
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which we received too late to incorporate in the Interim Report. So far as the 
statistics go, therefore, the whole picture is given in this report, with a few 
trifling exceptions : the tables in the Interim Report are to be regarded as com- 
pletely superseded — though the inferences from most of them are very little 
affected. 


Plan of the Report 


We decided, therefore, that this report should be designed primarily to suit the 
position of people who have already read the Interim Report, and laid out its plan 
as follows :- 


(a) 


(b) 


(c) 


(d) 


(e) 


(f) 
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The numbering of pages, chapters and the like has been made continuous 
with that adopted in the Interim Report, so that all cross-references can 
follow a very simple system. An index is provided at the end which covers 
both reports together. 


A summary has been provided at the end of this volume, which covers the 
whole of both reports. 


All the tables given in the text of the Interim Report (except those relating 
to the oil companies, discussed below) have been revised to take account of 
the more complete returns which we now have, including those relating to 
plantations : these tables are published in Appendix H, under their original 
numbering, and a brief note has been added in the few cases where the 
conclusions reached in the Interim Report need significant amendment. 


In general, the tables in this Report — including the revised versions of those 
in the Interim Report — show a sub-total for all the subsidiaries etc. of 
manufacturing companies, as well as a total for the whole sample (excluding 
the oil companies). For many purposes it is more meaningful to consider 

the sub-total for manufacturing, rather than the composite result obtained by 
adding the figures for mining and plantations to that relatively homogeneous 
group. 


The Interim Report was divided into three Parts, and the main text of this 
volume adds two more: Part IV essentially gives a further analysis of the 
effects of U.K. direct investment overseas on the British balance of payments, 
which was the main subject of the Interim Report ; and Part V deals with the 
effects on the national income of the United Kingdom, including the issues 
noted at the end of the Interim Report as having been ‘squeezed out’. 


Part IV has two main objects. First, it extends the analysis given in the 
Interim Report — e.g. by examining the initial results of newly established 
subsidiaries, as against the average results for new and old ones, or by 
relating more results to the size of the ‘U.K. stake’, as well as to the net 
operating assets; this is the subject-matter of Chapters XV to XVIII. 
Secondly, it discusses the reasons why certain methods were followed in 

the Interim Report which were described there, but not justified at any length; 
those readers who are not interested in such points can skip Chapters XIX to 


XXI without losing the thread of the argument, but sections D, E and F of 
Chapter XXI describe two innovations, compared with the Interim Report, in 
the treatment of changes in the value of money which are important to an 
understanding of the results. 


(g) In Part V, a main object is to give an assessment of the gains to the United 
Kingdom arising from the sharing of research expenditure and know-how 
between the U.K. parent company and its subsidiaries overseas, including 
the value of the ‘technological feed-back’. But comparative profitability and 
other issues are naturally considered too. 


(h) Finally, there are a number of appendices which deal with matters which 
seem to be worthy of record, but which did not fit naturally into the scheme 
of the main Report. 


The Oil Companies 


In relation to all this, it is necessary to record one major disappointment of the 
research. The Interim Report gave, as part of the ‘historical record’, some very 
valuable statistics for the oil companies, and expressed the hope that in the 
Final Report there would be an analysis of the effects of this type of overseas 
investment. Such an analysis depended fundamentally, however, on the possibility 
of producing statistics for an ‘alternative position’, in which it would be assumed 
that the amount of overseas investment done by the oil companies had been 
somewhat smaller: the reasons why this special procedure was needed were ex- 
plained on page 22 of the Interim Report. 


This objective was pursued with great diligence, and the Department produced a 
scheme of analysis — supported by illustrative figures based broadly on published 
information for one company — which seemed to it to offer the hope of yielding 
results which would be considerably better than nothing. The oil companies 
eventually decided, however, that they were not prepared to attempt an analysis 
along these lines, on the grounds that any choice of assumptions for the alterna- 
tive position would be too hypothetical to serve as the basis for a computation 

of the effects of a changed amount of investment. The Department were not per- 
suaded on this point, but regretfully had to accept the decision. 


To avoid misunderstanding, I feel that it is wise to put explicitly on record that 
the historical statistics do not provide a basis from which one can assess the 
effects of overseas investment by the oil companies, in the sense which the 
Department considers relevant: in other words, it is not possible to deduce from 
the historical statistics what the effect would have been if somewhat more (or 
less) had been invested overseas by the oil companies, as compared with what 
actually happened. On this matter we can offer no guidance whatever: our illus- 
trative figures seemed to give us certain broad indications, but in the circum- 
stances we have felt bound to keep these tentative impressions strictly to our- 


selves. 


As a particular illustration of the above, I feel it best to state specifically that 
I can see no justification for using either of two methods which have been 
suggested for assessing the very important matter of incremental profitability. 
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The first suggestion is to calculate the additional profits accruing to the U.K. 
in the last two years of the period, compared with the average of the first two 
years, and relate this to the corresponding increase in the U.K. stake — which 
gives a figure of a little over 1 per cent. This procedure ignores however the 
fact that conditions in the oil industry made it much harder to earn profits in the 
later period, and it is not possible to disentangle this adverse factor from the 
effects of the increase in capital. 


The second suggestion is simply to use the average profitability of all capital 

in use, whether old or new as given in Table VIII. 2; this shows an average post- 
tax return on U.K. stake of 13 per cent, which would be reduced somewhat if 
based on replacement cost, but would still be a high one. This is useful as part 
of the historical record, but with an integrated business and conditions varying 
greatly between different units of investment it is not what we want for measuring 
‘effects’. 


The trouble is not that these two methods give wildly different answers, but that 
neither is legitimate : without a plausible set of figures for the alternative 
position the problem is insoluble. 
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Part IV 
BALANCE OF PAYMENTS EFFECTS 


XV Overseas Production, Exports 
and the Size of British Companies 


One of the advantages of producing a report in two discrete sections is that, in 
writing the second, one can take advantage of comments on the first. This chapter 
is largely inspired by the realisation that the Interim Report had not pulled to- 
gether a number of points which are scattered through it, so as to present a com- 
prehensive view of the relationships between overseas production, exports and 
the size of the overseas markets which British companies can command. As it 
happens, the delay has brought one benefit, since we can now add some rough 
data which we did not have before, about the size of U.K. sales by the reporting 
companies (or groups of companies); consequently we can now put the external 
activities into better perspective, by giving a picture of the whole business done 
by the groups. 


This statistical presentation constitutes a fit and proper starting point for the 
Final Report in another way also: it serves as a very helpful background for the 
analysis in Part V of the role of research expenditure, etc., which is the main new 
contribution provided in this Report. 


A. Overseas Production and Exports 


We received a wide variety of comments of the following general type: ‘If a com- 
pany is to expand its sales in an overseas market, it must usually develop produc- 
tion there, and this requires investment, so that investment and sales seem to go 
together. This seems to me very important, but I do not see where it appears in 
your analysis: are you implying that the company has a choice between overseas 
production on the one hand and making the goods at home and exporting them on 
the other? Or how exactly do you see the relationship?’ 


One point may be dealt with very speedily. In no sense whatever did the Interim 
Report assume or assert that a manufacturer could command a certain market in 
an overseas country, which he could supply from the U.K. or by local production 
at his choice. On the contrary, it was explicitly assumed throughout the book 
(starting with page 23) that if a British company did not establish a producing 
unit in the overseas country, then somebody else would, and the British company 
would have to compete for the market with that alternative producer. This was 
the logic behind the estimate of what U.K. exports would have been in the 
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1 
alternative position, as explained in Chapter XII and Appendix E. 


What the Interim Report failed to do was to set out the statistical results of this 
comparison in a way which would stress the fact that the ownership of manufac- 
turing facilities abroad increases enormously the sales in overseas markets by 
British-owned companies. This is an interesting fact in itself, even though it has 
relatively little effect on exports from the U.K., because the overseas production 
so nearly balances the increase in total overseas sales. 


The whole picture may be seen conveniently in Table XV.1, which brings together 
the key facts which were previously scattered in the text and tables of Chapters 
VI and XII. The basic statistics were not designed for this precise purpose, and 
the notes describe the adjustments used to make the basis of valuation, etc., more 
comparable, but the main conclusions from the table are crystal clear. The figures 
used are our final ones, but have been confined to subsidiaries, etc. of manufac- 
turing companies, as the point is primarily of interest for them. 


Table XV.1. ‘Continuing’® overseas sales by subsidiaries of reporting 
manufacturers 


(Annual averages, 1955-64; £ million; 15 countries) 


Alternative Actual less 
Actual ake : 
position alternative 
U.K. Exports: 
Input items, sold to subsidiary Gal 0 NG 
Input items, sold to outside i 
customers 0 wa 
Finished goods sold to subsidiary 
for re-sale abroad 110 Sy, = PH 
Total 161 148 + -13 
Local production 1,599 0 +1,599 
Total sales abroad to outside 
customers? 1,764 222 + 1.549 


a 


Capital equipment exported for use by the subsidiaries is not included in the 
table. 


S50 per cent has been added to the value of U.K. exports for outside customers, 
to make the valuation more comparable with that of local production. 


One rash commentator who asserted that the Report had made the assumption 
about ‘choice’ was challenged to produce a reference in support, and failed: he 
had indeed to agree that the nature of our basic assumption was re-emphasised 
by the inclusion on page 110 of a brief analysis of a modified assumption, under 
which the hypothetical alternative producer’s output was only 90 per cent of the 
British company’s, instead of 100 per cent. 
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Since experience with the Interim Report shows that this type of table presents 
difficulties to some readers, it may be helpful to run through it in some detail, 
column by column. 


The actual results. The first column shows what actually happened, taking the 
annual average for the years 1955-64. 


The overseas subsidiaries bought from the U.K. £51 million (f.0.b.) of input items 
—components, semi-manufactures, etc. — which they used in their local production: 
sales of locally made products were worth £1,599 million, so that the ‘U.K. con- 
tent’ of these goods and services was rather over 3 per cent. 


In addition, the overseas subsidiaries bought £110 million (f.0.b.) of British ex- 
ports for re-sale. To get a figure for the value of these goods when sold abroad 
we arbitrarily added 50 per cent to this to cover freights, tariffs and the sub- 
Sidiaries’ margin; this gives a total for sales abroad to outside customers of 
£1,764 million, with local production accounting for over 90 per cent. 


The alternative position. The second column shows a hypothetical alternative 
position, in which the British companies are assumed to have developed no local 
production, but other producers have established plants with roughly equal out- 
put. These altemative plants were assessed in Chapter XII as buying £11 million 
of U.K. goods for use as ‘inputs’, and of course they rank as outside customers. 
The analysis of Chapter XII also showed that U.K. exports of finished goods 
would probably have been rather higher on balance than the ‘actual’ figures, at 
£137 million (f.0.b.), making total U.K. exports of £148 million. 


With no overseas production, overseas sales by the British companies are con- 
fined to these two items, and their value abroad is put at £222 million. 


‘The effects’. The third column is simply the difference between the other two, 


and thus measures the ‘effects’ of overseas production by British subsidiaries. 


So far as exports are concemed, the effect was a small net increase of £13 million, 
which was equivalent to 1 per cent of the assets employed overseas: this was the 
topic with which the Interim Report was primarily concerned. 


For the total sales abroad, however, the effect is an increase of £1,542 million — 
which is equal to more than 140 per cent of the assets employed overseas, though 
that fact is not particularly important. 


There is, therefore, no mystery about the matter, and no conflict between the 
Interim Report’s statement that the ownership of overseas manufacturing facilities 
had little net effect on U.K. exports, and the view that overseas investment is 
essential for increasing the sales of goods made by British-owned companies, the 


information needed to establish the truth of both statements was all in the Interim 


Report. I must however apologise for not realising that the second topic was a 
subject of so much interest, and so failing to set the matter out properly: the fact 
that overseas investment enables British companies, or groups, to be much larger 
than they otherwise would be is highly interesting in itself, but it was not ex- 
plored, because the Interim Report concentrated so largely on balance of payments 
effects. Those students of company motivation who attach great importance to 
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‘srowth’ as an objective will perhaps regard this point as largely explaining why 
the companies concerned attach so much importance to securing favourable condi- 
tions for overseas investment. 


Perhaps I may conclude this section by explaining that the Interim Report took 
heed of other influences of overseas production on the balance of payments, be- 
sides the continuing effect on merchandise exports: the profits earned from over- 
seas production were of course included in the picture, and estimates were made 
for the ‘initial’ effects on U.K. exports of machinery, etc., caused by expansion 
of overseas facilities, as well as for the continuing effect on U.K. sales of 
services. 


B. A More Refined Presentation 


In one respect the picture given in Table XV.1 is seriously over-simplified: it is 
a convenient method of starting the exposition, but it does not really conform to 
our basic approach, and for that reason no effort was made to include in it the 
rough figures for sales in the U.K. which are now available from supplementary 
enquiries undertaken in preparing Part V. 


The trouble is that in Table XV.1 the ‘alternative position’ is portrayed as one in 
which the U.K. manufacturers have no overseas production at all, whereas our 
analysis was basically directed to studying the effects of relatively modest 
changes of a ‘less or more’ kind, rather than ‘all or none’. (See in particular the 
discussion on page 22 of the Interim Report.) A position in which a company had 
no overseas investments would be so different from its existing position —in 
which it is often producing half its output overseas — that the methods which we 
used for assessing the consequences of the change would have broken down. 


A more justifiable way of portraying the comparison is to postulate that the capi- 
tal used overseas would be reduced by (say) 10 per cent with 10 per cent less 
overseas production. Such a picture can be legitimately related to our estimating 
procedure, as explained on page 22 of the Interim Report and described in more 
detail in Appendix E. This was to take each subsidiary in tum, and to assess 

the effects of its not having been established, with all the rest remaining un- 
affected; each change could thus be regarded as a ‘marginal’ one in comparison 
with the company’s whole business, and in taking this 10 per cent cut for the over- 
seas business as a whole we are in effect assuming the change to be ‘the average 
of various possible marginals’. The effects on U.K. exports per £100 of operating 
assets overseas naturally come out as before. 


A more refined picture on these lines is shown in Table XV.2, but for convenience 
of exposition we assumed a reduction in assets overseas of a round £100 million 
(about 9.3 per cent) rather than a round percentage. This table also rounds off the 
picture by including some very rough figures for sales in the U.K., suitably ad- 
justed, and also a row for net operating assets overseas. 


Naturally, these figures do not have the same sensational look as the ones in 
Table XV.1, but the basic conclusions are the same. The main ‘continuing effects’ 
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of an overseas investment of £100 million by U.K. manufacturers are as follows:— 
(a) A very small gain in U.K. goods exported of about £1 million a year. 
(b) Total sales abroad by British-owned companies up by some £143 million. 


(c) Total sales by the British companies up by some 3.6 per cent. 


Table XV.2. A more sophisticated version of Table XV.1 


(Annual averages, 1955-64; £ million; overseas figures relate to 
15 countries) 


Alternative PUGS 
Actual Ra: overseas 
position® : 
production 
U.K. Exports (f.0.b.): 
Input items, sold to subsidiary Sit: 46 AS 
Input items, sold to alternative 
producer 0 1 4 
Finished goods for resale 110 bal ae) ES, 
Total 161 160 ef ak 
Local production 1,599 1,450 +149 
Total sales abroad to outside customers 1,764 1,621 +143 
Sales in U.K. — adjusted” 2,330 2,330 0 
Total sales 4,094 3,951 +143 
Net operating assets overseas 1,075 975 +100 


Definitions as for Table XV.1; 50 per cent has again been added to the f.o.b. 
value of goods for outside customers in estimating sales. 


= Net operating assets overseas are now assumed to be £100 million below 
actual. 


> As the object of including these figures is to show the relative importance of 


home and export sales, the basic estimates have been reduced by 20 per cent, 
to allow for the fact that the exports relate only to the 15 specified countries. 


The last point may seem to be rather small beer after the earlier picture had shown 
an increase of 60 per cent in the size of the manufacturing companies, considered 
as world-wide organisations. That rise however was essentially a static compari- 
son between the present position and one which might have emerged if our econ- 
omic history had been quite different for the last fifty years or so. The more 
modest change now envisaged is the sort of thing which can be related to fairly 
realistic medium-term planning by a company: ‘over the next few years, shall we 
aim at building up our oversea productive facilities from the present capacity of 


213 


£16 million per annum to one of £20 million per annum or only to £18 million per 
annum (i.e. 10 per cent less)?’ The enthusiasts for growth as a prime objective 
of company decisions can find plenty to interest them in this sort of comparison. 
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XVI Effects of Overseas Investment in 
Different Countries 


The analysis given in Part III of the Interim Report set out the main figures for 
the effects on the balance of payments, and gave separate sets for each of the 
industries followed by the parent companies. It did not, however (as explained in 
the footnote on page 121), consider the important question of inter-country vari- 
ations, for reasons which sprang essentially from the way in which the data had 
been summarised; the basic object of this chapter is to remedy this deficiency, 
since the country figures are of very considerable interest. 


As it happens, it is not exactly a case of going over the old ground again with a 
different sub-division, since we are now able to include the figures for planta- 
tions in the total, as well as the ‘late arrivals’ from the other industries. We 
have also given two basic tables, one of which is for the field as a whole, whilst 
the other is confined to subsidiaries of manufacturing companies. Both tables 
have obvious uses: one clearly wants to see the over-all results, but at the same 
time it is interesting to see the picture without the inclusion of mining and 
plantations, the establishment of which is clearly dependent on natural resources; 
very roughly, one can say that the manufacturing companies could have set up a 
subsidiary in any country, so far as the physical possibilities are concerned. 
The delay does, therefore, have minor compensations in the shape of a fuller 
picture on which to comment. 


A. Main Statistical Results 


Table XVI.1 gives, then, the ‘country’ results for the whole sample, in the same 
form as was adopted for the industry analysis in Table XIV.1, but with. 

the addition of a column giving the addition to net operating assets in the nine- 
year period (to indicate the relative amounts of investment done in the various 
countries). It may be useful to remind the reader briefly of the salient points of 


definition: 
(a) The whole table relates to the effects of adding £100 to the net operating 
assets of overseas subsidiaries etc. operating in the country in question; 


these ‘effects’ represent ‘the differences as compared with the alternative 
position’, in which the £100 would have been added to the assets of a non- 


British enterprise. 


(b) The first column shows the initial or once-for-all effect on U.K. exports 
caused by making the investment — essentially extra exports of machinery etc. 
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Table XVI.1. Effects of increase in net operating assets of £100: whole sample 


(£) 
a eee eee ee TS eee ee 
Continuing effects 
Initial Profits Profits Additional 9—year addition 
effect after plus exports of to net operating 
on overseas capital goods and assets, 1956-64 
exports (1) tax (2) appreciation (3) services (£ million) 
Country from the U.K. (4) 
Jamaica 27 7.9 6.2 9% 7.0 
Ghana =i 12.9 1253 8Y, 325 
South Africa 18 10.0 19.0 ie 53.0 
Nigeria 39 4.5 5.6 5 14.6 
Malaysia 35 18.8 26.9 4 275 
Denmark 15 4.8 4.5 = 6.3 
India 20 7.9 7.9 3% 84.2 
Germany 2 22.6 34.3 34% 44.8 
Argentina 14 250 6.2 1% 14.9 
Australia 8 8.5 16.0 1 201.2 
Canada 4 Sa 4.7 % 267.7 
U.S.A. 1 9.0 11.6 -—1 13325 
Brazil 11 6.1 10.5 —1 8.9 
France 1 3.0 —1.3 —5 1 A aS 
Italy 10 £524 20.0 —9 8.0 
Total, 15 
countries 9 8.4 11.4 1y% 892.3 


a Our system for estimating the initial effect of overseas investment — see pages 
89 — 90 — does not give a meaningful answer in the case of Ghana, largely because 
of the disinvestment which took place (see Chapter XVIII for a discussion of this 
point). It is clear however that the initial effect was large in cases of positive 
investment. 


For other notes, see Table XIV.1 (reproduced in Appendix H, page 374); the final 


column is given as a guide to the relative importance of investment in the various 
countries. 


(c) The next three columns relate to the continuing effects in an average year of 
the enterprise’s subsequent history. 


(d) Profits are calculated on normal accounting principles, based on historical 
cost: they are related to the net operating assets. 


(e) The fourth column gives the effect on U.K. exports of goods and services (the 
services component being inevitably incomplete); the goods item covers both 
input items for use in overseas factories etc., and goods for re-sale. 


The countries have been arranged in descending order of the continuing effects on 
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U.K. exports, because this helps to reveal interesting economic results. It will 
be seen, for example, that all the clearly ‘less developed’ countries come in the 
top half of the table, and all the highly developed ones come in the bottom half: 
indeed, one could go further and say that the order in the table was not far off the 
order in which one might place the countries on the basis of their degree of 
industrialisation, with the intermediate cases — such as India, Argentina and 
Australia — falling neatly into the middle. There are of course some divergen- 
cies: South Africa and Germany are higher than they should be on this criterion, 
Brazil and Italy rather lower, but the broad picture is unmistakable. 


This conclusion was indeed reached in the Interim Report (pages 109, 110) on the 
basis of the more limited figures which recorded only the direction (favourable or 
unfavourable) of the effect on U.K. exports for each company’s operations in the 
country in question. There are inevitably some differences in the ordering of the 
countries now that the quantitative effects have been introduced, but the general 
picture is very much the same. 


It is also interesting to note that there is some tendency for the results to look 
less favourable to U.K. exports in this more accurate form: thus Canada and 
Australia both show a very small favourable effect in Table XVI.1, although the 
proportions of individual subsidiaries showing a favourable effect were 67 per 
cent and 74 per cent respectively. The explanation is that big subsidiaries tend 
to be ones with a manufacturing business which includes the production of the 
necessary components etc., and one or two negative figures for such businesses 
offset the favourable figures from a much larger number of small ones. 


The reason why the less developed countries show a favourable effect is basic- 
ally that so many of the enterprises established there are either of the assembly 
type, or at least buy a substantial part of their input requirements from abroad, 
because these are not yet being made in that country. At the other extreme, the 
highly industrialised countries usually produce all the main input items — and 
often make their import unattractive by means of tariffs — and in many cases the 
British subsidiary finds it profitable to make them itself. 


If one looks at the initial effect on U.K. exports one finds — not surprisingly — 
that the picture is much the same: the ordering of the countries is not identical 
on this basis, but again all the under-developed countries are in the top half, and 
all the most industrialised in the bottom one. The basic explanation in this case 
is that subsidiaries in the industrialised countries buy most of the machinery 
which they require locally — being often pushed in that direction by tariffs — 
whilst the less developed countries have to import nearly all of it. 


It is interesting to see that the initial effects for U.S.A., France and Germany are 
only 1 or 2 per cent, against 20 per cent or more for all the countries normally 
classified as under-developed, except the two in South America — which very 
dubiously belong in that category, and certainly have much more of an engineer- 
ing industry than Nigeria or even India. The reason why the percentages are not 
even higher for under-developed countries is essentially the fact that expansion 
requires local expenditure on buildings, civil engineering work and installation 
of machinery. 
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Profits 


The profit figures can almost be left to speak for themselves. There is no simple 
principle whereby profits either rise or fall with the extent to which a country is 
‘developed’: this point is neatly symbolised by the fact that Germany is at the 
top of the list and France is bottom but one. Nor is it true to say that the 

the sterling area countries systematically show either high or low profits: four of 
them are above the average, and three below — whether or not one includes 
capital appreciation with ordinary profits. 


This last point is of some theoretical interest. Throughout the post-war period 
the operations of our exchange control have usually made it easier for British 
companies to invest in sterling area countries than elsewhere, and it has some- 
times been said that this easier access would lead to lower profits being earned 
there. The fact that this is not so might be explained by many factors, including 
the sheer uncertainty of any business venture (which would largely defeat any 
attempt by the Control to permit ‘only the most profitable’ ventures outside the 
sterling area) and the desire of manufacturers to expand their operations at 
whatever pace the market for their products was growing (without too nice a 
regard to profit prospects). But perhaps it would be legitimate to see in it some 
justification for our assumption about an alternative producer stepping in when 
(or if) a British subsidiary did not expand: in so far as expansion in (or access 
to) non-sterling countries was made difficult for British subsidiaries, the result 
was not a scarcity level of profits for such investment as was permitted, but 
expansion by other companies. 


One further point is perhaps worth making. There is no real tendency for 
countries with high profit figures to show low figures for effects on exports and 
vice versa. There is thus no repetition on a country basis of the point noted on 
page 128, whereby the three industries with the worst profit figures showed the 
biggest gains in exports. 


B. Overseas Taxation 


A slight digression is of considerable interest at this point. For assessing the 
effects on the U.K. we are interested primarily in the figures for profits after 
overseas tax, but for other purposes the U.K. has a secondary interest in the 
benefit to the local governments which this tax revenue brings, especially in 
under-developed countries — a matter which we shall be considering further in 
Chapter XXIII. Moreover there are many other questions which it is interesting 
to study for their own sake, especially in view of the varying taxation policies 
adopted in different countries: how large a proportion of the pre-tax profits went 
to the local government in each of the various countries? In which ones did this 
tax revenue represent a high return on the assets involved? Is a high post-tax 
return to the owners incompatible with a high percentage of taxation to profits, or 
are the high taxes simply passed on? 


We do not have enough material to answer all these questions fully, but Table 
XVI.2 provides some material which may be useful. We have had to work in terms 
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Table XVI.2. Overseas direct taxes and profitability 


(Annual averages) 


Pre-tax Overseas. Share of Pre-tax Post-tax Taxation 
Country profits * Direct tax in Profitability * Profitability? as percentage 
taxes profits ® of capital * 
£’000 £’000 % % % % 

Denmark 359 93 25.9 O25 4.8 ey 
South Africa 13,785 4,243 30.8 14.8 10.3 4.6 
Malaysia 15,595 5,370 34.4 28.7 18.8 9.9 
Jamaica 937 326 34.8 ie wye} 8.7 4.6 
Nigeria 3,858 1,601 41.5 Cah 4.5 S22 
Australia 28,284 11,766 41.6 15.6 9.1 6.5 
Italy 2,150 971 45.2 32.8 18.0 14.8 
Canada 22,915 10,474 45.7 10.8 5.9 4.9 
U.S.A. 36,178 Reh et: 47.3 16.1 8.5 7.6 
Ghana 6,464 3,244 50.2 26.0 12.9 13.0 
Germany 14,064 7,461 So. 50.4 OS ei PAT 7) 
India 26,955 14,910 55:3 18.3 Sue OPT 
Brazil 4,591 2,933 63.9 16.9 6.1 10.8 
France 1,473 1,018 69.1 te Be 522 
Argentina 1,076 789 733 55) 20 525 
Total, 15 

countries 178,684 82,308 46.1 16.3 8.8 HSS) 


a Profits are shown after deducting interest on non-current liabilities but include profits 
attributable to minority interests; the ‘capital’ figure to which they are related is net 
operating assets, less non-current liabilities. 

of profits after deducting interest on debentures and other non-current liabilities, 

because we do not know what tax may have been collected from the recipients, or 

even whether anything was deducted at source: but this item is a small one, and 
the capital figures correspondingly exclude these obligations, so that most of the 
percentages would be virtually unchanged if a wider basis were used. 


It will be seen that the percentage of profits taken in overseas taxation averaged 
46 per cent. As between countries it varies from 26 per cent in Denmark and 31 

per cent in South Africa to 69 per cent in France and 73 per cent in Argentina: the 
French figure is raised by the subtraction of losses in arriving at the profits figure, 
and the percentage for Argentina is raised by the adjustment which we made to the 
profits figures to eliminate the influence of its large inflation (see Appendix D). 

In general, it must be remembered that the proportion taken in taxation reflects all 
the special features of the companies’ position— concessions to attract overseas 
capital, devaluations, special arrangements for mines, withholding taxes, etc. 


As the countries are arranged in ascending order of the above percentage it is easy 
to see its relationship with any other item—e.g. post-tax profitability to the owners 
— by looking at the pattern of the figures in the relevant column. It is apparent 
that there is some tendency — but not very much —for the countries with a high tax- 
ation percentage to show a high percentage for pre-tax profits and a low one for 
post-tax profits. This is conveniently summarised, on the basis of unweighted 


averages, in Table XVI.3. 
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Table XVI.3. Profitability in high-tax and low-tax countries 


(Annual averages; percentages) 


EERE 


Average Average 
pre-tax post-tax 
profitability profitability 
Whe? Ap ee ee RE a eS Et 
7 low-tax countries ileal 10.6 
7 high-tax countries 20.4 9.1 
Difference ~—3.3 +1.5 


Difference as % of mean 


of all 14 —17.6% + 15.2% 


a 


With such a small sample of countries it is dangerous to draw firm conclusions, 
but this picture is one which is inherently plausible. Its implication is that pre- 
tax profit rates tend to be raised somewhat in countries which impose high taxes 
—though there are clearly other powerful factors which affect the outcome and so 
produce big variations between the individual countries in each group. These 
higher profit rates do not, however, fully compensate for the higher taxes, even on 
the average, so that post-tax rates are lower in highly taxed countries. For what 
it is worth, the further conclusion is that the passing-on of the high taxes about 
half-compensates for their above-average height, since the proportionate difference 
between the two groups of countries is much the same in the two columns: indeed, 
if one uses medians instead of unweighted averages — which is perhaps safer —the 
proportionate differences are almost identical, but that is clearly a coincidence. 


The final column of Table XVI.2 tells us how much direct tax revenue the 
government of the country concerned receives for every £100 of capital assets 
which is operating in the British subsidiaries included in our sample. This is a 
figure which we have not used before, and it is interesting to see that the 
(weighted) average is £7.5. As the countries with high taxes also show above- 
average profits, it is inevitable that this column shows a tendency for the figures 
to rise as you go down it — though again there are plenty of other factors to 
prevent the progression from being at all regular. The average figure for the low- 
tax group is £6.5, and for the high-tax group £11.3. 


It is perhaps as well to conclude this section by emphasising that these figures 
do not provide a good measure of the relative benefit to the countries concerned. 
Where high profits are a reflection of high prices charged by a highly taxed 
monopolist operating behind a high tariff, the government’s gain is often the local 
consumer’s loss. 


(oe Subsidiaries of Manufacturers 


Reverting to the main theme of this chapter, Table XVI.4 follows the pattern of 
Table XVI.1, but is confined to subsidiaries etc. of manufacturing companies, 
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Table XVI.4 Effects of increase in net operating assets of £100: 
subsidiaries of manufacturing companies 


(£) 
ee ey FaNOtinn A pyi| Blool's iwom tty zi 


Continuing effects 
2 ee, 


Initial Profits Profits Additional 9-year addition 
effect after plus exports of to net operating 
on overseas capital goods and assets, 1956—64 
exports (1) tax (2) appreciation (3) services (£ million) 
Country from the U.K. (4) 

Ne a eee ee eee 
Jamaica 27 7.9 6.2 9% 7.0 
Malaysia 31 17.9 20.6 8% 13.5 
South Africa 27 10.2 17.6 h le 
Ghana a 8.7 10.2 7 = 
India 21 9.0 ni 6 70.8 
Nigeria 35 4.0 5.3 5 —»b 
Denmark 15 4.8 4.5 4 6.3 
Germany 2 22.6 34.3 3% ea 
Argentina 14 ee 6.5 1y%, ah 
Australia 9 7.9 13.0 1 L722 
Canada 6 5.1 4.2 % aD 
Brazil 11 6.1 10.5 —1 8.9 
U.S.A. 1 9.4 P3iz —1¥ 103.4 
France 1 2.9 -1 ~5 = 
Italy 10 E521 20.0 —9 8.0 
Total, 15 
countries 10 8.0 10.8 1% 722.6 


a See note to Table XVI.1. 
b These figures cannot be given for reasons of confidentiality. 


For other notes, see Table XIV.1, (reproduced in Appendix H, page 374). 


omitting mines and plantations. For some countries the figures are of course 
identical, because these activities do not exist there, but even in some other 
countries it is surprising to find how small the differences are. In the extreme 
case of Malaysia, for example, both tin and rubber are important, and manufactur- 
ing represents little over one-quarter of the assets involved; yet the profits figure 
is not much changed (17.9 per cent, against 18.8), whilst the two figures for 
effects on exports — though significantly changed — have moved in opposite 
directions. The figures for India, however, are all more attractive from the 
British point of view when one considers manufacturing only. 


In general, therefore, this table can be left to speak for itself, with a presumption 


that anything which it says will bear a strong relationship to the contents of the 
other two sections. 


Finally, it may be useful to conclude this ‘country’ study by recalling our analy- 
sis of the inter-country relationships between growth and profitability for the 
manufacturing field, which was given on pages 45-6 of the Interim Report (and 
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brought up to date in the revised version of Table IV.6, on page 358). ‘This 
showed a remarkable absence of any correlation between profitability:and growth 
in the various countries, whether growth was taken as an absolute figure (which 
is what most affects the U.K. national interest, since it is advantageous to have 
the largest sums invested in the most profitable countries) or as a proportion of 
the initial assets (which is most relevant for a study of company behaviour). 
Such an absence of correlation seems to us to be primarily explicable in terms of 
the factors mentioned above: the inherent difficulty of predicting profitability, 
and the importance of motives for expansion other than predicted profitability as 
such. Amongst these other motives the outstanding explanation given to us was 
the desire of the manufacturer to meet the expanding demand for his products, 
even if that demand is in a market in which he is in hot competition with sellers 
of rival products, and so unable to earn big profits. 
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XVII Age of Investment and Profitability 


One of the fundamental difficulties about assessing the effects of overseas invest- 
ment is that these effects are spread over a long period of time: moreover it is 
very rare for a single act of investment to be the sole cause of any set of results, 
because subsequent additions are so frequently made to it as part of a develop- 
ment process. The nature of these complications was discussed on pages 24-6, 
emphasising that it is logically impossible to arrive at a really satisfactory 
answer except in those cases where an enterprise has been brought to its final 
and definitive closure — which means that the process cannot be applied to nearly 
all the interesting cases, and will be very out-of-date when it can be applied: the 
conventions of accountancy do not enable one to give proper assessment to the 
success or otherwise of a going concern, and any other device — such as the use 
of Stock Exchange values to measure capital appreciation — must always have 

its logical weakness, as well as presenting statistical problems.' One can, how- 
ever, produce results which are of real value, so long as one remembers their 
limitations. 


It was mainly the statistical difficulty of arriving at results for the different years 
of a typical venture which forced us to concentrate attention in the Interim Report 
on giving figures for an ‘average year’ of its life-time, and to derive that average 
by a method which broadly met the main requirements but which was open to some 
logical objections.* The object of this chapter is to give the results of further 
research, which was aimed at improving this position: the results are interesting 
in themselves, but in point of fact they leave us with a feeling that the method 
previously adopted is the best — indeed, they strengthen the justification for 
using that simple approach. 


In the first section we look at the relatively few cases (only thirty-eight in all) 
where our returns enable us to distinguish the results of a new venture by a 
parent company in a particular country, which started within our period and had 
sufficient years’ experience to give some usable results: this analysis throws 
direct light on the ‘initial years’ results’ in new ventures (including cases where 
the parent bought an existing enterprise), but it does not, of course, throw any 
light at all on the initial results of investment in the expansion of subsidiaries 
already owned in 1955 — which absorbed a much larger amount of capital. 


The second section analyses the profitability of the various subsidiaries 


1 See in particular the footnote on page 26. 


2 See pages 87—8, especially points (d) and (e). 
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according to a rough indicator of their effective age. This was designed to show 
broadly whether profitability follows any clear-cut path according to age; the fact 
that the analysis revealed no such pattern (apart from low profits in the first 
years) led to our acceptance of the ‘average year’ approach as giving virtually all 
the useful information of a general kind which we could derive. 


A. New Ventures 


It is useful to start off by getting some idea of the quantitative importance of new 
ventures in relation to the other ways in which total net operating assets grew 
between 1955 and 1964: the key figures are given in Table XVII.1. New ventures 
have been split between activities which genuinely were started from nothing 
(‘green field’), and those which took the form of buying a controlling interest in 
existing assets. Taking both types together, new ventures accounted for some 

20 per cent of the total growth in net assets in the nine-year period. 


Table XVII.1. Growth of net operating assets in the fifteen countries 


£ million 
Net operating assets in 1955 857 
Less 
Subsidiaries that were subsequently disposed of —8 
Plus 
Growth of other subsidiaries existing in 1955 h25 
Going concerns purchased: 
Initial net operating assets 49 
Subsequent growth 28 
Growth of green field ventures 98 
Net growth, excluding revaluations 892 
Plus  Revaluations 25 
Net operating assets in 1964 1,774 


The subsidiaries that existed throughout the period grew at compound rate of 

7 per cent a year, excluding the effect of revaluations : those bought as going 
concerns increased their assets at an average of 9 per cent a year during their 
first four years of U.K. ownership. For green field ventures it is difficult to quote 
a corresponding figure with any meaning, but, as some guide, those for which we 


have at least eight years’ figures grew at an annual rate of 11 per cent between 
their fourth and eighth year of existence. 


Profitability 
The most interesting thing to examine for the new venture is the course of its 
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profitability year by year from starting up, and Tables XVII.2, XVII.3 and XVII.4 
show this. Each table combines the results for a number of new subsidiaries, with- 
out regard to the actual year in which they were started, by treating as starting- 
point (or ‘year 0’) for each one of them the year in which fixed assets appear for 
the first time in our records. Profitability is calculated by relating a year’s 
profits to the average of the net assets at the beginning and end of the year. 


Clearly the longer the runs of years we wish to look at the smaller will be the 
available number of subsidiaries. The ‘38 cases’ of Table XVII.2 include the 
£12 cases’ of Table XVII.3. 


Table XVII.2. Profitability of green field ventures in existence for at least 


five years 
(38 cases) 
Year of operation 
0 1 2 3 4 
Net operating assets at year-end — £’000 9,208 29,307 50,671 62,999 62,800 
Pre-tax profits — £’000 132 244 58 107 1,584 
Profitability — % of average net assets 2.9 13 8 0.2 2.5 


for the year 


Table XVII.3. Profitability of green field ventures in existence for at least 
eight years 


(12 cases) 


Year of operation 


0 1 2 3 4 5 6 7 


Net operating assets at 1,267 10,035 25,195 33,901 33,364 33,694 38,627 52,412 
year-end — £’000 


Pre-tax profits —£’000 —8 62 66~ —249 874 965) 952,272". 15226, 


Profitability —% of average _13 1.1 Onde 10,8 a Ge so 6.3 2.7 
net assets for the year 


The picture that emerges from these tables more or less speaks for itself. The 
going concerns show a rate of profit broadly similar to that of the original sub- 
sidiaries, whilst green field ventures (in total) show virtually no profit after four 
years and very little after eight. 

In order to get behind these totals a bit, Table XVII.5 gives a breakdown between 
developed and under-developed countries. (A full industry or country breakdown 
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Table XVII.4. Profitability of purchased going concerns owned for at least 
five years 


(11 cases) 


Year of operation 
(as subsidiary of U.K. company) 


0 1 74 3 “ 


Net operating assets at year-end — £7000 49,016 53,516 55,971 59,153 70,818 
Pre-tax profits —£7000 2,921 .6,340 6,927 16149 397774 


Profitability —7% of average net 11:9  12,.4uedOP7e V0 men SA 
assets for year ; ; : 


would not be very useful, as the classes would become extremely small.) Profit- 
ability is defined in the same way as in Tables XVII.2—4. The contrast is quite 
striking. After five years, the ventures in the developed countries are still show- 
ing a cumulative loss while those in the under-developed appear to have achieved 
a nearly normal profit rate. It is clear that the average venture in an under- 
developed country is a more modest affair, and presumably realises its earning 
potential sooner, than that in a developed country. However, the figures in this 
table (and to a lesser extent those in the earlier ones) are very much affected by 
the results of a handful of subsidiaries. 


Table XVII.5. Profitability of green field ventures in existence for at least 
five years 


Year of operation. 


0 1 2 3 4 


Developed countries (21 cases) 
Net operating assets at year-end —£’000 5,164 24,229 44,533 54,893 53,487 


Pre-tax profits -—£7000 —-—36 201 140 —782 435 


Profitability — % of average net 
assets for year 


—1.4 1A 0.4 -—1.6 0.8 


Under-developed countries (17 cases) 


Net operating assets at year-end —£’000 4,044 5,078 6,188 8,106 9,313 


Preterm protite -~£000 168 43° 85 *Rko 715 


Profitability —% of average net assets 
i5ivear 8.3 09 —1.5 12.5 | aay 


a a 
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Capital Appreciation 


Is the low profitability of green field ventures in their early years compensated 
for by high capital appreciation, reflecting the as yet unrealised earnings 
potential? An attempt was made to answer this question, on the assumption that 
for each subsidiary capital appreciation between start-up and 1964 should be 
allocated to the initial years on a pro-rata basis. The results are given in Table 
XVII.6. As might have been expected, capital appreciation is important especially 
for the eight-year subsidiaries, but the ‘combined return’ would still be sub- 
stantially less than that of continuing subsidiaries. 


Table XVII.6. Profitability and capital appreciation of green field ventures 


(Annual averages, £’000) 


38 ‘5-year’ 12 ‘8-year’ 


subsidiaries subsidiaries 
1. Net operating assets » Sos7 ie 25,273 
2. Pre-tax profits 425 651 
3. Capital appreciation on U.K. stake 287 1,656 
2as % of 1 a2 2.6 
3 as % of 1 0.8 6.6 


Initial Imports from U.K. 


The other interesting thing to look at for new ventures is the extent of capital 
equipment purchases from the U.K. to set them up, and Table XVII.7 does this. 
As this table does not need to show individual years’ figures, the returns of all 
seventy-two new ventures in our population have been used in its compilation, 
and the figures for ‘growth’ therefore tie up with those in Table XVII.1. 


Table XVII.7._ Capital equipment purchases from the U.K. by new ventures 


58 green 14 going 

field ventures concerns 
- Growth of net operating assets — £7000 97,759 28,155 
Capital equipment purchases from U.K. —£’000 16,755 3,516 
Purchases per £100 increase in net oer 71 12.5 


operating assets 


ne eee i ee ye en te 
The period covered for each subsidiary begins with the first date for which it had 
a balance-sheet, and ends with end-1964. 


Zaih 


The results are not at all unexpected. For the going concerns, the ratio of 
purchases to growth of net assets while in U.K. ownership is almost exactly that 
of the sample as a whole, and would give an ‘effect on U.K. exports’ of about £9 
per £100 on the sort of average allowances employed in assessing the ‘alternative 
position’; there are, however, naturally no purchases from the U.K. to correspond 
with the investment made in taking over the enterprise initially — in this respect 
the position is a sort of mirror-image of the cases of disinvestment, by sale of a 
subsidiary, discussed in the next chapter. 


Green field ventures made significantly higher purchases, and could be expected 
to have had an effect on U.K. exports of some £124 per £100; perhaps the in- 
fluence of the parent company in leading the subsidiary to use British equipment 
is stronger in the initial years of a green field venture than it becomes with a 
long-established local Board. 


B. Profitability According to Age 


For this part of the analysis we took as our accounting unit the activities of a 
parent company in each of the fifteen countries where it had one (or more) sub- 
sidiaries or branches, but we confined the field to the subsidiaries etc. of parents 
which we classified as manufacturing (because the book-keeping procedures of 
mines and plantations are liable to represent rather different concepts of what to 
treat as capital assets or expenditure): this gave us a total of 285 units. 


As our indicator of effective age (or rather ‘youth’) of the capital invested in each 
unit we took the increase in the net operating assets during the period 1955 —64 
(adjusted for revaluations) as a percentage of the final figure. This works quite 
well for those cases where the proportion is high: the new ventures analysed in 
the previous section all rate as 100 per cent, and in those units where the figure 
comes to 90, 80, 70 or 60 per cent the capital is clearly all ‘mainly young’ — 
though they might have been founded many decades ago.' Moreover there is a fair 
presumption that the average age of the capital in each of these classes will be 
older than that in the ones which went before, though there may be individual 
exceptions where (for example) the remaining capital of a ‘60 per cent company’ 
had all been invested since 1950, but that of a 70 per cent company was much 
older. 


When the percentages fall to 50 per cent or less the indicator is not so reliable as 


1 It must be remembered that fixed assets are included at their depreciated value: 
a unit which has bought quite a lot of new fixed assets in the nine years will 
still get a figure of 0 per cent if these do no more than off-set depreciation 
(minus any increase in net current assets). The formula is simply 


net operating assets in 1964 minus ditto in 1955 
net operating assets in 1964 


On such a formula, an enterprise must have doubled (in terms of net assets) 
in nine years to attain a figure of 50 per cent on our indicator. 
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a guide to effective age, (though still better than nothing), because we know nothing 
about the date when over half the capital was invested; in the awkward cases 
where the subsidiary has reduced its assets during the nine years we have no real 
guide to age except that it is over ten years, but these have been left in the table, 


because such cases are of some interest in themselves. (Understandably, they 
show low profits.) 


The Main Results 
Table XVII.8 gives the results for the whole manufacturing field, and Table 


XVII.9 gives the same set of figures for the four industries which were expanding 


Table XVII.8. Profitability and ‘age’: A. All subsidiaries of manufacturing com- 
panies in the fifteen countries 


Proportion of net operating assets Number of Pre-tax Net opera- Profit- 
added* between 1955 and 1964 ‘cases’? profits ting assets ability 
% (Annual averages: £m.) % 
100 69 4.5 63.5 7.1 
90.0 to 99.9 14 20 16.1 14.0 
80.0 to 89.9 11 7 9253 18.5 
70.0 to 79.9 10 4.0 24.8 16.2 
60.0 to 69.9 29 15.0 114.7 13.4 
50.0 to 59.9 38 27.8 133.8 20.8 
40.0 to 49.9 17 11.8 83.5 14.2 
30.0 to 39.9 15 ed) 172.8 13.9 
20.0 to 29.9 21 17.8 L237 14.4 
10.0 to 19.9 7 Le 26.0 14.3 
0.0 to. 9.9 16 9.3 82.0 Tiy3 
Total: subsidiaries that expanded 247 140.8 932.2 151 
Subsidiaries that contracted or closed 41 10.2 142.5 wae 


ee ea 


Grand total 288 150.9 1074.6 14.0 


i ae 


Notes: Change* in net operating assets, 1955-1964 
OTR ake Net operating assets, 1964 


* Excluding the effect of revaluations. 


b A ‘case’ refers to a subsidiary or collection of subsidiaries 
reported (on Form 1) by a particular U.K. group in a particular 
country. 
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most rapidly: the indicator works best for such industries, and we thought that a 
table confined to a rather more homogeneous field might reveal something which 


was hidden in the general one. 


Table XVII.9. Profitability and ‘age’ 


B. Four ‘growth’ industries* 


Proportion of net operating assets Number of Pre-tax Net opera- Profit- 
added* between 1955 and 1964 ‘cases’> profits ting assets ability 
% (Annual averages:£m.) % 
100 34 3.6 55.0 6.5 
90.0 to 99.9 5 0.6 4.1 14.6 
80.0 to 89.9 5 PE 66.1 8.3 
70.0 to 79.9 3 1.9 NG Ret 17.0 
60.0 to 69.9 13 10.4 88.2 11.8 
50.0 to 5929 14 14.3 61.7 Zave 
40.0 to 49.9 of Sel 26m 18.1 
30.0" to 139.9 4 2.6 17.0 15.3 
20.0 to 29:9 3 5.0 55.9 8.9 
10:0° to 19.9 { 0.9 6.0 15.0 
0,07 to. 9:9 2 0.5 5:5 9.1 
Total: subsidiaries that expanded 91 50.3 398.8 12.6 
Subsidiaries that contracted or closed 12 ze 43.8 6.2 
Grand total 103 53.0 442.6 12.0 


* Metals and Metal Products, Paper, Vehicles and Components, Building 
Materials. 


For other notes, see Table XVII.8. 


These tables are of considerable interest in themselves. The comprehensive one 
shows for example that, in 1964, 46 per cent of the net operating assets was in 
subsidiaries which had at least doubled in size in the last nine years, and for 

the fast-growing industries this proportion was as high as 65 per cent. If we take 
a five-fold expansion of net operating assets as constituting ‘growth out of all 
recognition’, then we can say that 18 per cent of the net assets in 1964 was in 
subsidiaries which merited that designation (28 per cent for the expanding 
industries). 
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So far as their main purpose is concerned, however, the story which the tables 
tell is a simple negative: they reveal no meaningful relationship between the age 
of an investment and its profitability, apart from the low initial profitability 
discussed in the previous section. This does not exclude the possibility that 
more sophisticated analysis might reveal some rather weak relationships, 
especially if more elaborate data were collected; but from our point of view it is 
clear that there would be no sense in trying to devise a complicated ‘time story’ 
to represent the continuing effects of overseas investment, in place of the single 
figure which we have given for an average year. 


A negative result to this investigation is by no means without interest. In a 
general way it was obvious that in some subsidiaries there is a marked upward 
trend in profitability, and in others we can expect a decline from the high figures 
established as soon as a novel venture has been properly established, whilst 
there will also be cases with considerable fluctuations and no real trend. We 
certainly could not say in advance that on the whole these would combine to give 
a table with very considerable variations but no trend, though such a result was 
quite likely: it certainly fits with the stress which we have so often laid on the 
diversity of results between individual companies. 
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XVIII Further Analysis of Effects of. 
Overseas Investment 


This chapter is designed to elaborate various ideas introduced in the Interim Re- 
port, and more especially in the final chapter of it. The only part which is wholly 
new is the final section, dealing with the economic effects of selling overseas in- 
vestments —i.e. ‘disinvestment’, as opposed to new investment — but it has been 
apparent, from comments on the Interim Report, that a fuller treatment of certain 
subjects was desirable. In many cases this elaboration was due to be given in the 
Final Report anyhow, when time would be less pressing, but I would like to ex- 
press my gratitude for indications as to points where it was needed. 


This chapter deals with points where a fuller set of statistical results is needed. 
The next two deal with matters on which the model needs fuller justification and 
discussion, and Chapter XXI gives a fuller account of the statistical methods of 
estimation, or ‘justifies’ the procedures used. 


A. ‘Effects’ Related to U.K. Stake 


Throughout the Interim Report, we sought to relate the various effects of overseas 
operations by subsidiaries of British companies primarily to the size of their net 
operating assets abroad, rather than to the amount of money which had been in- 
vested from this country. The reasons for following this course were explained on 
page 17, but may be summarised essentially under these headings:— 


(a) We defined ‘direct investment’ as applying to subsidiaries and branches so 
as to deal with enterprises that are under U.K. control. If one is concerned 
with the effects of the subsidiary’s operations on British exports or imports, 
it is clearly the whole operation of the subsidiary which is relevant to the 
demand or the supply, rather than some fraction based on the proportion of 
finance provided by the British parent company. We are not concerned with 
changes in the amount of stake which involve changes in control. 


(b) Secondly, we are not concemed solely with the subsidiary’s capital, but also 
with the amount of organising effort and so on needed to establish it. For a 
subsidiary of a given size, this is reflected better in a figure covering the 


whole of the subsidiary’s assets, rather than the amount of capital supplied 
from the U.K. 


(c) More important still, if one is wanting to use past experience as a guide to 
the future, one should study relationships which are as likely as possible to 
remain unchanged. Inevitably, it requires an act of faith to assume that, be- 
cause in the past control over £100 of assets overseas tended to make British 
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exports greater than they otherwise would have been by, on average, £1 per 
year, therefore the same thing will tend to be true in the future. If, however, 
one calculated the average relationship between £100 of U.K. stake in the 
past and the effect on British exports, then one would need to have a double 
act of faith before assuming the same result to apply in future: for the past 
relationship would represent the combination of a relatively reliable relation- 
ship between operating assets under U.K. control and demand for British exports 
on the one hand and, on the other hand, a particular system of financing which 
happened to be adopted in the past, but might easily change in future.' 


The logic of our procedure was, therefore, that we tried to establish the relation- 
ship between the various effects and the size of the net operating assets: we then 
left it to users to consider the various ways in which the net operating assets 
might be secured, and to insert into the total picture the costs of securing them 
in the way which they considered relevant. In general, this is not a very difficult 
operation, as the next sub-section shows, and I am frankly surprised that so few 
people seem to have attempted it — either by using the historical figures for the 
proportion of capital supplied as U.K. stake in the past, or by assuming some 
proportion which they regarded as likely to apply in the future — perhaps a con- 
siderably higher one. Nevertheless it is clear that the Interim Report would have 
been improved if more had been said about the matter: separate figures were given 
for the return in the form of profits applicable to U.K. stake, but the subject as a 
whole was not properly expounded. 


What got missed out in that analysis was essentially an intermediate stage, in 
which people have expressed very considerable interest. In effect Table XIV.1 
showed the direct consequences of an expansion of £100 in the net operating 
assets of British subsidiaries overseas. The Interim Report then jumped straight 
from that set of statistics —essentially derived from the records of the companies 
which we had visited and our discussions with them —to estimates of the effects 
on the national economy, allowing for indirect effects on employment policy, ex- 
change reserves and the like. It would have been much better to have moved first 
to a consideration of the relationship between the effects observed and the amount 
of U.K. stake put in by the companies, without bringing in these further repercus- 
sions, which could be added later. 


Derivation of Additional Figures 


If we use the new figures for manufacturing companies, as given in Appendix H on 
page 374, we have the outcome for £100 of expansion in net operating assets over- 


seas, as shown on the following page. 


This expansion of £100 in net operating assets overseas may be thought of as 
having involved roughly £60 of addition to U.K. stake, and £40 of additional 


1 As an extreme example, one might find a particular case where the subsidiaries 
had been wholly financed by overseas borrowing, perhaps under guarantee, so 
that the U.K. stake involved was zero. It would not be very helpful to say that 
the effect upon U.K. exports caused by the subsidiary was to be attributed to an 
investment of zero. 
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Effects of addition of £100 to net operating assets 
Initial effect on exports from U.K. ost 


Profits after overseas tax (on 
replacement cost basis, and 
after deducting stock 
appreciation) £544 p.a. 


Additional exports of goods 
and services from U.K. £1, p.a. 


finance raised abroad (taking the proportions shown in Table XVIII.1 below). If we 
want to relate the effects to the £60 of additional U.K. stake, we should naturally 
leave the two export items unaffected, but the profits have to be reduced to allow 
for the amounts payable to the outside financiers; this would reduce the £5% to 
rather over £3. We could then, if we wished, scale the three figures up in the ratio 
100 : 60 so as to see the effects, on average, of adding £100 to U.K. stake in the 
manufacturing field during the period covered by the survey: but these answers 
would be entirely dependent on the assumption that £67 —no more and no less — 
was also raised elsewhere. 


The results of this exercise would then be:— 


Initial effect on exports from U.K. £18 
Profits after overseas tax £577 Dad. 


Additional exports of goods and 
services from U.K. 2 eae 


The above figures are undoubtedly of interest as representing the results of a par- 
ticular historical period, but one must stress the fact that their validity is abso- 
lutely dependent on the italicised assumption made above. If foreign governments 
made it impossible to raise any outside finance abroad, we would have to revert 

to the earlier set of figures, and say that in future these would apply to U.K. stake 
also. If, on the other hand, there were a successful policy of raising (say) 80 per 
cent of the capital abroad, then the effects on exports ‘per £100 of U.K. stake’ 
would in future be five times the basic figure —i.e. the initial effect would be £55 


With this explanation of how the figures are derived, it is now appropriate to con- 
sider Table XVIII.1, which is really a companion to Table XIV.1: thus it shows 
the effects of an increase of £100 in U.K. stake (rather than in net operating 
assets), using the crucial assumption that this £100 would be accompanied in 
each industry by the same amount of outside finance as applied, on average, in 
the nine years from end-1955 to end-1964! There is of course no unique virtue 


1 An interesting technical point arises in relation to the totals for manufacturing, 
in which the ‘adjusted’ row shows a lower proportion of financing by the U.K. 
group than the unadjusted one. The explanation is that when the growth of net 
assets is calculated on a basis of constant (mid-period) prices, the figure 
naturally comes out smaller, and the main counterpart on the financing side is 
a lower figure for ‘true’ undistributed profits. (See also Chapter XXI, section D3 
The lower growth figure raises our assessment of the initial effect on exports. 
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in this assumption, so far as conjectures about the future are concerned (when of 
course the other figures might also change): one hesitates for example to attach 
much importance to the fact that Metals and Metal Products shows a higher initial 
effect than Non-electrical Engineering, when the figures relating to operating 
assets were the other way round, and the only reason is that in the past that in- 
dustry raised more of its finance from outside sources. Those who wish to esti- 
mate the figures for some other set of assumptions about outside finance can do 
so by making use of the column for the percentage of finance supplied by the U.K. 
group, and applying the following rules for each industry:— 


(a) The two trade effects are found by multiplying the existing figure by the 
present percentage, and dividing by the one which is to be used instead. 


(b) The profit figure will change little, unless the present one is much higher 
(or lower) than the rate of return which is assumed to be payable on the new 
outside finance. The method of calculation then follows the ordinary prin- 
ciples used when the amount of ‘gearing’ is changed for a company. 


The main consequence of using a table based on U.K. stake rather than net opera- 
ting assets is, of course, to increase the figures for the trade effects. For. the 
sample as a whole these still remain relatively modest, at £15 for the initial 
effect and £2 per year for the continuing one; but the two industries which showed 
exceptional continuing effects before —Non-electrical Engineering and Vehicles — 
now stand out even more. As it happens, the figure for Non-electrical Engineering 
received an above-average lift, because companies in this industry used outside 
finance on a substantial scale. 


Link with Previous Analysis 


Before concluding this section, it is probably wise to show how the above analy- 
sis links with what was given on pages 125-8 of the Interim Report. As indicated 
above, Table XIV.1 showed the results from an increase of £100 in net operating 
assets overseas, without any subtraction for the ‘costs’ of financing those assets, 
and without exploring certain indirect effects arising out of our assumption about 
a full employment policy in the U.K., etc. (as described in Appendix C). The 
above analysis shows what happens if one brings into the picture the assumption 
that 40 per cent of the additional operating assets are financed by raising funds 
overseas, in the sort of way that was adopted by the sample companies in our 
reference period, but it still does not explore the indirect consequences. 


The analysis previously given on pages 125-8 endeavoured to bring in the in- 
direct consequences for the British economy of the whole operation of expanding 
the assets, including the effects of remitting the extra amount of U.K. stake from 
Britain (or refraining from repatriating a corresponding amount of profits); these 
calculations also included an allowance for the more complicated indirect effects. 
So far as the main ‘financing’ points went, this analysis pointed to the fact that 
out of the £100 invested in the subsidiaries, only £11 would be contributed in the 
form of an addition to U.K. net exports (which would, on the internal side, be 
counterbalanced by a reduction of £11 in internal capital formation), whilst £89 
would be contributed by our ‘external financial obligations’ of one kind or another 
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becoming greater than they otherwise would have been.’ 


It is perfectly possible to do a similar ‘over-simplified calculation’ for the effects 
of the bigger expansion in the size of the overseas subsidiaries which would be 
associated with an increase of £100 in U.K. stake. This operation is, however, 
postponed to Chapter XXI, section F, so that it can incorporate certain changes 
in the method of making the original calculation, which are discussed in that 
chapter. 


Meanwhile, three points of a general character seem to be worth making on the 
original analysis:— 


Firstly, for this purpose the external financial obligations mentioned above include 
any financing done by the company in question, e.g. by selling abroad debentures 
or minority shares in its subsidiary. The fact that part of the obligations would 
take this form has some impact on the notional external financing charge which we 
brought into the ‘over-simplified calculation’ (see Interim Report, page 127), and 
it also affects the liquidity problem discussed in the next section of this chapter. 


Secondly, in saying that the external financial obligations would be higher than 
they otherwise would have been we were certainly not implying that they would 
rise by £89 compared with their position at the beginning of the period. As-a gen- 
eral proposition, it is entirely possible that a country which is doing direct invest- 
ment overseas would otherwise be tending to have a surplus in its balance of pay- 
ments, as a result of the general factors operating in the economy, so that this 
operation might therefore result in the external financial obligations remaining 
stationary, where they would otherwise have fallen —or indeed falling, but by less 
than they would have done otherwise. 


In spite of the above, however, it still remains correct to make an allowance for 
an external financing charge, for the same sort of reason that a company which is 
not short of finance will nevertheless assess the results of a new department after 
making an allowance for the ‘cost’ of the capital put into it. If nothing better 
could have been done with the funds put into the overseas subsidiary, they could 
have been used to buy income-earning assets on some overseas money market, or 
to repay long-term debt. 


Thirdly, if one allows for a financing charge on the whole of the external funds 
used in the overseas subsidiary, then any net surplus of post-tax profits which re- 
mains over that financing charge should—if such a calculation is thought useful — 
be related solely to the £11 of capital supplied from the U.K., and not —as some 
commentators seemed to imagine — treated as a return on £100. The matter is ef- 
fectively taken to the limit on page 127, where the Interim Report was building up 
_ the consequences for the balance of payments from three items. The first of these 
showed a net return of rather under £2 as the profit earned by using the £89 bor- 
rowed abroad, after subtracting the corresponding external financing charge. This 
did not, of course, imply that the £2 was the return on £89; in effect the £2 was a 


1 Throughout this discussion we are using the revised figures for subsidiaries of 
manufacturing companies. 
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return ‘on nothing’, being simply the profit margin obtained by borrowing abroad 
and eaming a higher return than one had to pay as financing charge. . 


I do not myself regard it as particularly fruitful to express the profits net of 
financing charges as a percentage of the net capital effectively supplied from the 
U.K. in this sort of way, but it is clear that the Interim Report would have bene- 
fited from a longer discussion of the subject. An alternative way of expressing 
part of the calculations on page 127 would have been to say that the profits on 
£100 of net operating assets, less the financing charge on £89 obtained overseas, 
gave anet gain of about £2% per year on the £11 effectively supplied from the 
U.K.: this effect of ‘gearing’ in producing a high rate of return needs to be care- 
fully related to the context, but at least it does reflect a certain reality, so long 
as it is possible to obtain the external finance without running into impossible 
liquidity difficulties. 


The more serious misunderstanding which followed from a rather abbreviated 
treatment came in relation to page 130. Here item (ii) was taken by several com- 
mentators asimplying no more than the fact that if one regularly invests abroad 
there will be some income from each quota of capital, which will eventually —if 
the process goes on long enough— mean that the income in a year will pay for the 
current year’s new investment: whereas in fact the statement was emphasising 
that the income on each year’s investment exceeds the notional financing charge, 
and that this surplus will eventually cover the new investment —a much stronger 
argument in favour of overseas investment. 


Rates of Return 


Finally, it may be useful to see the rates of return earned on the two main types 
of ‘outside’ funds employed in British overseas subsidiaries, with the correspond- 
ing figure for U.K. stake for comparison. These are given in Table XVIII.2. 


Owing to the nature of our basic information, the returns on U.K. stake and min- 
ority interests represent income accruing (including undistributed profits attribu- 
table to each source) and they are both given after deduction of all forms of over- 
seas tax: the rate of deduction is often higher when a dividend is being paid to 
an overseas proprietor, and this raises the return to the minority relative to that 
on the U.K. stake. It is also, of course, quite possible for an industry to show 

a higher return to the minority than to the U.K. stake because it is the prosperous 
companies within it which have minority shareholders. Even so, it is perhaps a 
little surprising to find the sample as a whole showing a higher post-tax return 


to the minority shareholders, at 9.0 per cent, than that on the U.K. stake, 8.7 
per cent. 


On the other hand the interest payable on non-current liabilities (from which no 
tax has been deducted) averaged only 4 per cent. This is in part a reflection of 
the inclusion under that heading of some non-interest bearing items (e.g. pro- 
visions for future tax), but it also reflects some very cheap borrowing, notably 
in the U.S.A. (though not always for use there). 
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Table XVIII.2. 


Rates of retum’ on minority interests and non-current liabilities 


(Annual averages) 


Industry 


Amount outstanding : Rate of return to: 


U.K. Minority Non-current U.K. Minority 
stake interests liabilities® stake interests Non-current 


£ £ £ (post (post- liabilities> 
million million million -tax) tax) 
Building Materials, % % ; % 

etc. Sia io EG he a 17.9 2.6 
Food, Drink, 

Tobacco, etc. 447.2 36.8 33.6 8.7 10.2 Dai, 
Chemicals 128.2 28.6 30.1 8.4 9.0 53 
Textiles 77.6 6.3 abe 7.6 15 4.5 
Paper 69.2 16.7, 55.0) 7.4 5.6 4.5 
Metals & Metal 

Products 96.5 50.0 B302 753 JES) 352 
Vehicles & 

Components 90.1 14.4 11.4 4.9 7.4 5.0 
Non-electrical 

Engineering 18.0 2.6 0.7 4.8 9:9 6.4 
Electrical 

Engineering 48.7 6.9 aie d 4.8 1) 5.8 
Total Manu- 

facturing 1,032.8 169.8 176.9 8.1 9.0 4.1 
Mining 89.3 26.0 25.4 14.5 8.9 2.8 
Plantations 92.7 _ 3.8 9.6 ~ 15 
Whole sample 1,214.8 195.7 206.1 8.7 9.0 3.9 


a The average income accruing in the nine years 1956-64 has been related to 
the average size of the stake at the ends of 1955-63. No allowance has been 
made for changes in the value of money. 


b In some industries non-current liabilities include a significant amount for items 
which do not bear interest —e.g. provisions for future taxation. 


B. Considerations of Timing 


The three pages at the end of the Interim Report which dealt with this topic (pages 
128 —31) attracted an amount of comment which was in a sense quite dispropor- 
tionate to their role as a gloss on a report dealing essentially with long-term 
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analysis. Nevertheless the matter is obviously one of great topical interest, and 
it would have been better if the treatment could have been fuller. 


The basic objective of the section was to put some rough numbers on to an ecsen- 
tially simple proposition, so as to get an idea of the relevant orders of magnitude 
of points which were clear enough in principle in themselves. In the Interim Re- 
port we took the topical case of the country being in balance of payments dif- 
ficulties, and imposing restrictions on the amount of overseas investment which 
would be permitted. To emphasise the generality of the analysis, however — and 
in order to make the consequences of overseas investment appear on the ‘positive’ 
side, rather than to show the effects of restricting it—the basic proposition may 
be put in terms of imagining a sudden increase in the pace at which the country 
expands its overseas subsidiaries — say by £100 million a year. Unless the 
finance for this expansion is almost wholly obtained on long-term from overseas, 
the initial effect is an ‘adverse’ movement in the balance of payments on capital 
account, which exceeds the favourable effect on the current balance: if the 
country’s balance of payments is strong-and it has large exchange reserves, this 
so-called ‘adverse’ movement on capital account will be positively welcome, if 
only as a contribution to international harmony, but if the country has a deficit 
and poor reserves it will create difficulties. Furthermore, in the second year there 
will again be an adverse movement on capital account, if the growth of the over- 
seas subsidiaries’ assets is again rapid; admittedly there will be some gain on 
current account from the additional assets installed in the first year, but the net 
outcome will again be a tendency for exchange reserves to fall relatively to what 
would otherwise have happened. 


The objective of the Interim Report was not to calculate how many years of re- 
striction would have to pass before the thing ‘balanced out’: the calculations 
did not even try to bring compound interest into the picture,' but to give the _ 
essential orders of magnitude relevant to a short-period policy. 


What then, should one add to the brief story given in the Interim Report? The 
most important thing seems to be to set out the whole story in a more tabular or 
‘accounting’ form; apart from that, I can only add one or two comments on particu- 
lar aspects which seem to have caused difficulties. 


The Story in More Detail 


Let me start with one simple point. In this section of the Interim Report the anal- 
ysis was concerned with the problem of overseas direct investment in the sense 
used throughout the book, as the process of expanding the assets of the overseas 
subsidiaries — without reference in the first instance to the form of the finance 
used for the purpose. The figures given in the section were all explicitly (and 


1 These were explicitly recognised (twice) on page 126, but explicitly ignored 
for the purpose of what followed: misunderstandings by commentators show that 
it would have been wiser to repeat the point explicitly on page 129, instead of 
relying on a general reference back in the paragraph (b). As we shall see below 
however, compound interest does not become important for several years. 


? 
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repeatedly) stated to relate to what would happen if all these funds were pro- 
vided by the parent company, without any being raised overseas, but the reason 
for doing so was purely expository —this is the easiest case to describe: it cer- 
tainly did not imply that this is the only case which is relevant, or of interest, or 
deserving of calculation. Indeed, not only was attention drawn to the importance 
of this assumption several times in the course of three pages, but the final para- 
graph starts with the statement ‘...the conclusions of this report which stand out 
are the possibility of reconciling objectives at least partially by resort to out- 
side financing overseas...’ 


Nevertheless, it is clear that if one gives a set of figures for one possibility and 
not for any other, those figures are the ones which will be used: this is especially 
true if there is no precise indication of the method by which altemative figures 
can be produced for other assumptions, even though this is very simple. The 
account which follows shows how the restriction of overseas investment (i.e. ad- 
ditions to net operating assets overseas) by £100 million a year would operate on 
two alternative hypotheses: — 


(a) If the finance for them would all have come from the U.K. parent (as in the 
Interim Report). 
(b) If 40 per cent of it would have been raised overseas by the subsidiaries on 


long-term loans or by issues of shares. 


In the first year of this policy then we have the following consequences (all 
figures being in comparison with the alternative position):— 


(a) 100% U.K. (b) 40% overseas 
finance finance 
(all figures in £ million) 

Loss of U.K. exports it, 11 
Reduced long-term borrowing etc. 

by subsidiaries 0 40 
Reduced borrowing from I.M.F. etc. 89 49 
Reduced acquisition of net operating 

assets overseas 100 100 


Internally, if the operation is not to have a net effect on the level of employment 
(i.e. if the amount of deflation of total demand is taken to be the same in the 
alternative position) the level of home investment will be £11 million higher than 
it otherwise would have been. 


In subsequent years the effects of not having done this investment in the first 
year will be a worsening of the current account of the balance of payments. This 
reflects the difference between the profits (after tax) which would have been 
earned on the £100 million of operating assets and the interest payable on the £89 
million which would have been raised overseas in one form or another,' together 


1 ‘Strictly speaking, of course, this is not identical for the two assumptions, be- 
cause the rate of interest on the subsidiary’s debt would not be identical with 
that on the other borrowings; but to simplify the exposition we do not make any 
distinction. 
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with the ‘continuing’ effects on exports etc.: the figure starts at £4 million a year 
(see page 127), and then —if we are to include compound interest effects — rises 
by 5 per cent each year' (i.e. the figures, in £ million, are 4, 4.20, 4.41, etc.). 


In year 2 then, we get this loss of £4 million, and in addition the restriction of 
£100 million of net investment? produces the initial effects indicated above. The 
combined result for that year is as follows: 


(a) 100% U.K. (b) 40% overseas 
finance finance 
Loss to current account Wh RAS ee 1) + Ae 15 
Reduced long-term borrowing by 
subsidiaries 0 40 
Reduced borrowing from I.M.F. etc. 85 45 
Reduced acquisition of net operating 
assets overseas 100 100 


In this year the level of home investment would be £15 million higher than in the 
alternative position, if one makes the simplifying assumption that the profits 
which are not received from overseas (as part of the £4 million) would have been 
spent on consumption (personal or government), and that the govermment’s manage- 
ment of the economy works through influencing internal investment. 


In year 3 the loss to the current account (in £ million) goes up to £11 + £4 + £4.2, 
or £19.2; and in year 4 it rises to 11+ 4 + 4.20 + 4.41, or 23.61. The borrowing 
from the I.M.F. etc. would, even on the second assumption, still be reduced 
through the restriction policy by £36% million in year 4; nevertheless the difference 
between this figure and the £76% million which the first assumption implies shows 
the importance of the companies raising finance overseas. 


For a limited period, British companies might be able to raise 80 per cent of the 
money needed for their expansion schemes, if necessary by selling part of their 
existing equity in established subsidiaries to finance others; this would eliminate 
the effect of their expansion on the nation’s financing problem altogether in year 


4, 


1 The rate of interest has been revised; see Chapter XXI, section E. 


2 The reader should remember that ‘investment’ was defined on page 240 as the 
addition to net operating assets overseas. The restrictions on investment in 
year 1 means that there will be less depreciation allowances in year 2, so that 
gross investment (or ‘new purchases’) will have to be reduced by more than 
£100 million below what it would otherwise have been. This implies that the 
restrictions in year 2 will have a bigger impact on the growth of productive 
capacity in U.K. subsidiaries overseas than those in year 1. 


See also the discussion in Chapter XXI, section B. 
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CG Selectivity 


Apart from our emphasis on the importance of using overseas finance, the analy- 
sis in the Interim Report also led, on page 131, to stress being put on the need 
for selectivity in applying a restriction policy, if (after a review of all other 
alternatives) such a policy were considered necessary . 


The analysis of how a policy of selectivity should be applied was not, however 
developed beyond giving such obvious examples as the need to release foreign 
exchange to develop export marketing subsidiaries, and in cases where a rela- 
tively small additional amount of expenditure on an uncompleted scheme would 
make a big difference to the effectiveness of an existing investment (if this 
finance really could not be raised overseas). 


, 


To avoid misunderstanding, the Interim Report should have made clear that the 
principle of selectivity is not an easy one to follow. Past experience about the 
results obtained from investments done in a certain industry or in a particular 
country is not necessarily much of a guide to the likely results from some par- 
ticular scheme which has been put forward by a specific company which falls in 
that industry-country category: our analysis showed that, even within an industry 
the variations between the results of one company and another were substantial, 
and the same applied to different investments in a particular overseas country. 
Obviously, one cannot justify an attempt at selectivity merely by showing that 
results are very diverse: with the aid of hindsight, it is easy to make brilliant 
decisions, but this does not mean that they could have been made ex ante. Cer- 
tainly it was no part of the Interim Report’s intention to imply that a government 
committee will be much better than the company itself at deciding which schemes 
will be profitable. 


Nevertheless, one must beware of throwing the baby out with the bath water: the 
national interests are not identical with those of the company in this matter, and 
there is scope for some deliberate application of the principles of selectivity 
based on the criterion of national interest rather than profit prospects (important 
though those are). There is also scope for fixing the regulations in such a way 
as to encourage companies to follow practices which they might not otherwise 
adopt —e.g. by encouraging them to raise finance overseas (whether by compul- 
sion, or by making them pay an investment premium on some or all of the funds 
supplied from the U.K.). This is not the place to discuss administrative pro- 
cedures, which are right outside our terms of reference. Nevertheless, one can 
name some obvious criteria, such as the following, all of which should prove 
fairly easy to work into an administrative system, even though its application 
would not be perfect:— 


(a) The profits to be expected, and the speed with which they would arrive —in 
part at least to be judged by the record of the applicant in his past ventures. 


(b) The extent to which the capital expenditure by the overseas subsidiary would 
lead to exports of British capital goods, which would not be likely to be 
achieved unless the overseas venture were undertaken by a British company: 
evidence on this is fairly straightforward. 
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(c) The extent to which capital expenditure in the country in question might be 
expected to bring a general addition to U.K. exports (including invisibles) — 
a matter which we discuss in the next chapter (page 258). 


(d) The extent to which a large part of the funds needed by the overseas sub- 
sidiary could be raised overseas: conditions about this can be included in 
the licence. 


(e) The likely effect of the overseas development in fostering British exports in 
future — whether because it is essentially a marketing scheme, or because 
it will create a market for components etc. which would then be assembled 
overseas or otherwise used in the business; in the latter case, the question 
whether this would displace exports of finished goods would have to be con- 
sidered as a possible offset —the ‘safe’ case being one like a lead mine, 
which will produce things not exported from Britain. (This matter is the most 
difficult to judge, because other things do not remain equal.) 


In all these cases, one must remember that a great deal of overseas investment 
consists in expansion schemes, rather than completely new ventures, and the 
effects have to be assessed (however roughly) both with and without the expan- 
sion to get a comparison. One has also, of course, to avoid making the whole 
affair quite absurdly cumbrous, so that desirable schemes are abandoned by the 
potential activators who cannot face the administrative complications, and the 
standards set have to be reasonable: here the fact that investment out of undis- 
tributed profits is not subject to detailed control (provided that reasonable re- 
mittances are made) provides a merciful degree of flexibility —as does the pos- 
sibility of raising overseas finance. There is no simple route to an ideal solu- 
tion, but something can be done. 


D. Effects of Disinvestment 


In the Interim Report we were concermed essentially with the effects of positive 
acts of investment in new or expanding overseas subsidiaries. It is true that we 
assessed these largely by considering what would have happened if investment 
had been on a smaller scale than it was, rather than a larger one; but that was 
essentially because it is easier to discuss with company representatives what 
would have happened if something which was done had been left undone, than to 
embark on a totally hypothetical discussion of what might have happened if some 


venture had been undertaken. Essentially, the ‘effects’ which we were discussing 
were those of growth. 


| 


The net total of the country’s investment overseas is, however, the combined re- 
sult of substantial expansion and of much smaller amounts of contraction; usually 
the latter was performed through the sale of an overseas subsidiary —or of the 
controlling interest in it—to local interests, but sometimes through sale to other 
foreign investors. This aspect of the matter may obviously become more important 
if there is a national policy of reducing the net total, and we were asked to say 
something about it in the Final Report. Our information on the subject is rather 
exiguous, but we asked some special questions of the plantation companies, 


244 


where it happens that the matter is particularly important. 


Some Basic Considerations 


Even without a profound study, it is clear that the effects of disinvestment 
through sale are not just the mirror image of the effects of investment. Three 
simple points will illustrate this:— 


(a) In judging the profitability of positive investment, one relates the profits 
over the period (preferably plus the capital appreciation) to the cost of the 
assets (preferably adjusted to a basis of replacement cost). If one is judging 
the effects of a sale, however, the cost of the assets is fundamentally irrele- 
vant — one is concerned with the price to be obtained for them — and it is sub- 
sequent profits which have to be set against that price, not the average for 
the last ten years. Past profits may have to be pressed into service as a 
proxy for future profits through limitation of statistics, but the profits of ten 
years ago may reflect a golden past (or an initial struggle to get started) 
which is not really relevant. 


(b) There is nothing in the case of a sale to correspond with the ‘initial effect’, 
which positive investment produces, to increase the demand for U.K. ex- 
ports of machinery. We do not, as it were, have to re-import the old 
machinery with part of the proceeds from selling the business — though some- 
thing vaguely analogous may arise where the oversea enterprise is simply 
closed down, and the machinery is transferred to another subsidiary or sold 
to some independent buyer who might otherwise have bought from the U.K. 


(c) In assessing the ‘continuing’ effect on U.K. exports, it is the position after 
the moment of sale which has to be considered, in order to compare the out- 
come in alien hands with what it would have been in continued U.K. owner- 
ship. If, for example, a factory has been developed to the point where it can 
now make nearly all its components, instead of importing them from the U.K., 
its sale may have little effect on future U.K. exports of components, although 
during the previous years the fact that it was a U.K. subsidiary had been. 
important. 


The Feasible Question 


The upshot of these points seems to be that we must define rather carefully and 
specifically the question to which we can attempt any sort of general answer. And 
we must confess from the outset that the question which we can answer may not 
be the one in which people are most interested. 


In brief, the general question which we can tackle is to assess the consequences 
which would have followed from an imaginary sale in 1955 of (say) one-tenth or 
one-twentieth of the overseas investments reported by our sample, at the estimated 
market valuation, as returned by the companies. 


The reasons for this formulation are probably fairly clear, but it may be as well 
to stress the important ones:— 


(a) The consequences must necessarily be assessed in relation to a sale at a 
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particular date for which we have some approximation to a market value for 
the business. The Stock Exchange values (or estimated equivalent) which we 
collected for 1955 and 1964 are the best approximation which we can get, 
though many companies Stressed their limitations. 


(b) We must choose 1955, rather than 1964, because we then have some results 
for the period after the notional sale. These are contrasted with the results 
which might have emerged if the enterprise had been sold — which are essen- 
tially conceived as being in the ‘financial’ field. 


(c) We are not judging the effects of disinvestment by reference to the sales 
which actually did take place — which were relatively few, and for which we 
know little or nothing about the subsequent history of the enterprise (which 
would in any case be a dubious guide, since we would need to know what the 
results would have been under continued British ownership). We are judging 
from a comparison between the results actually secured on enterprises which 
were retained, and the estimated position which would have emerged if they 
had been sold: and as it would obviously be improper to use hindsight in 
selecting the enterprises which should be the subject of this notional sale, 
we work with the average. 


The Statistical Picture 


With the question posed in this way, the analysis and results do after all bear a 
strong family resemblance to the mirror image of those obtained in studying the 
effects of positive investment, but with two main differences. Firstly, there are 
no ‘initial effects’ on U.K. exports of machinery, for reasons explained above; 
and secondly, the ‘continuing effects’ have to be calculated with reference to the 
assumed selling price, and not with reference to book values (whether of the net 
operating assets or of the U.K. stake). If, for the sake of illustration, we say that 
£100 of U.K. stake (at book values) in subsidiaries of manufacturers gave, on 
average, ‘continuing’ results as indicated in section A above, and we know 

from Table V.2 that the market value of this was, on average, £113, then all the 
figures need to be divided by 1.13. 


The results of this exercise are shown in Tables XVIII.3 and XVIII.4, for the 
sample as a whole. The first table deals with the effects of a notional sale of 
overseas subsidiaries which would, in 1955, have had a market value of £100 for 
the whole enterprise (or it may be easier to picture the thing by imagining that 
the figures are all in £ million); the second table considers the case where the 


notional sales would have yielded £100 for the U.K. stake, and thus reflects a 
rather bigger disposal. 


In the main, these tables may be left to speak for themselves; the first section 
describes the particulars of the notional sale, the second shows the losses to 
the U.K. which would have resulted (which are based on what actually did happen), 
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and the third section shows the continuing gains to the U.K. which would have 
come from a financial investment of the proceeds of sale.! 


Table XVIII.3. Effects of Disinvestment: A 
(Expressed per £100 of net assets at 1955 market values) 


eee Effects 
(£) 
(a) Particulars of notional sale aia ao8 

1. Market value of net assets 100 

2. Book value of net assets 86 

3. Book value of U.K. stake 70 

4. Market value of U.K. stake 83% 
(b) Continuing losses to U.K. 

5. Post-tax profits accruing to U.K. 6 
Ditto, plus capital appreciation 8% 
Exports of goods and services from U.K. 1% 
(c) Continuing gains to U.K. 

Income on 4 4% 
Capital appreciation on 4 eC 


Notes: Figures relate to the whole sample (not including oil). Rates of 
return are on an accounting basis (i.e. not adjusted for replacement 
Cost -ctc): 


The calculation of the gain from investing the proceeds of sale raises similar 
problems to those which we encountered on page 127 of the Interim Report, when 
we needed an ‘external financing charge’ to set against the income from positive 
investments made overseas. Some scrappy material on this is included in Chapter 
XXI, but we are still not in a position to give any authoritative figure for this 
purpose, and doubt whether there is a logical basis for arriving at one. The up- 
shot seems to be that for our present purposes the best rate of interest to use is 
5 per cent, or possibly a little more: since the financial assets which might be 
acquired with the proceeds of the sale might well include equity shares, it seems 


1 In particular cases, the parent group might have used the proceeds for some 
other overseas development, but this fact would only be relevant if that develop- 
ment would not otherwise have taken place. Under certain types of exchange 
control this point might well be relevant, but we have not attempted to explore 
those possibilities, and have treated the ‘gain’ from disinvestment as a purely 


financial affair. 


247 


right to envisage some capital appreciation as well, but we are unable to put a 
figure on this. 


On a broad view, however, it is fairly apparent that the income from the direct in- 
vestment overseas in the form of profits was probably greater than even a generous 
estimate of the income from the alternative financial assets, and the inclusion of 
capital appreciation in the picture would enlarge the difference. Over and above 
that, disinvesting would have led to some loss to the U.K. balance of payments 

in the shape of a lower demand for exports of goods and services. 


Table XVIII.4. Effects of disinvestment: B 


(Expressed per £100 of U.K. stake at 1955 market values) 
ea ee ce ee eee 


Epo Effects 
(£) 
(a) Particulars of notional sale 
1. Market value of U.K. stake 100 
2. Book value of U.K. stake 832 
3. Book value of net assets 103 
(b) Continuing losses to U.K. 
Post-tax profits accruing to U.K. 7 
Ditto, plus capital appreciation 10 
6. Exports of goods and services from U.K. lz 
(c) Continuing gains to U.K. 
7. Income on 1 3 
8. Capital appreciation on 1 ? 


Notes: See previous table. 


One final word of caution is, however, perhaps desirable. The comparison be- 
tween the gains and losses from disinvesting depended directly on the level of 
market prices for U.K. subsidiaries overseas, and in 1955 the appreciation of 
market value over book value was relatively modest. In 1964, this appreciation 
had considerably increased, the percentage for the sample as a whole having 
tisen from 19 per cent to 36 per cent (see Tables V.2 and V.3). A computation 
based on sales in 1964 or some other year might show less favourable results — 
but cannot of course be made at the moment. 


The Special Case of Plantations 


Disinvestment has probably been more important in the case of plantations than 

in any other industry. Sometimes it has taken the form envisaged as typical above, 
through the sale of all the shares in a British subsidiary: more commonly, however, 
the method has been to sell one plantation out of several to local purchasers. 
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Ss 


: This raises rather different issues, particularly on the method of valuation which 
_ should be used when one envisages sales of this kind: stock exchange values 
apply to the company as a whole and are a bad guide to the figures for single 

. plantations. 


These matters are discussed at some length in Appendix I, which describes all 
the information which we obtained from the plantation companies, and puts the 
question of sales into proper perspective. <2 
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XIX The Model Further Considered: 
1. Repercussions through Effects on 


Overseas Demand 


This chapter and the next deal largely with technical points: readers who are 
not interested in such matters can omit them without losing the thread of the 
argument. 


Any discussion of such a problem as the effects of overseas investment has to 
be based on a number of assumptions, which economists conventionally classify 
under the title of ‘a model’. For the Interim Report the details of the model which 
was used were fully set out in Appendix C. 


These assumptions were needed primarily for two rather different purposes. The 
first was to show what we were assuming about the macro-economic policy 
followed by the U.K. Government, and I have to thank Professor John Dunning 
for pushing me into writing something explicit about this at the outset, as the 
basis for the analytical thought behind the enquiry. Secondly, we needed an 
assumption about what would have been done by rival producers (or potential 
rivals) if a British company had not set up a particular subsidiary : this was 
essentially needed for the work of the team in discussing with company rep- 
resentatives what the consequences would have been, and for this one needed 
to have an assumption which could be applied in detail to particular cases. 


What the Interim Report failed to do was to discuss the macro-economic reper- 
cussions from British overseas investment on the economies of the overseas 
countries. Any analysis short of a comprehensive world-wide analysis of all 
aspects of the whole world must, of course, stop somewhere and regard further 
repercussions as too small to be brought into the picture; but it was not legiti- 
mate to omit any consideration of this matter at all, especially as the quantitative 
size of the effects might under certain circumstances be substantial. This 
chapter considers, therefore, what is sometimes called the ‘general feed-back 
effect’ from repercussions in the overseas countries, essentially in the year in 
which the investment is done (so that this would constitute additional ‘initial 
effects’). The next chapter then considers points about the assumptions which 
were made in the Interim Report — and again is concemed mainly with those 
affecting the ‘initial effects’ rather than the continuing ones. 


For an appreciation of all the points it is important to remember that the Report 
is analysing the effects of a moderate change in the rate of overseas investment, 
not its complete abolition. Arguments which might be valid for the case of 
abolition — e.g. of all U.K. investment in Australia — may be of no importance 


or even invalid for a moderate change, because there is some inherent flexibility 
in the system. 
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A. The Problem Stated 


A useful introduction to this set of problems may be obtained from the letter 
published in the Economist for 22 April 1967, from Professor E.A. Russell of 
Adelaide, which ran as follows :- 


‘Sir — One of the many virtues of Mr. Reddaway’s report on the effects of 
United Kingdom investment overseas is the careful listing of the assumptions 
that lie behind the analysis and estimates. Those who were surprised by the 
small predicted effect on British trade are able to decide whether they were 
mistaken about matters of fact, or had a different view about which assump- 
tions are relevant. 

In the report, the effects of overseas investment are limited, by assumption, 
to those that flow from ownership of overseas enterprises by British residents 
rather than by local or other foreign investors. Everything else in the system 
is assumed to be unchanged. 

It might be argued that we should take into account a further class of 
effects ; those which follow from changes in the balance of payments of the 
countries where the investments are made. If trade and employment policies 
in the receiving countries are subject to balance of payments constraints, 
their current account balances will adapt to the changed flow of investment 
funds. British trade will benefit not only from the fact that the enterprises 
are installed and operated by British residents but will also share in the 
general increase in imports as previous limits are eased. 

In the case of Australia at least, trade and employment policies have en- 
sured that overseas borrowing has been effectively used to finance current 
account deficits. It has wanted to increase domestic expenditures and not 
to accumulate international reserves year by year. 

In short, to judge the total effect of overseas investment on British trade, 
the report would have to be supplemented by estimates of the balance of pay- 
ments responses of the receiving countries and of the share of British exports 
in changes in the borrowing countries’ imports. 

Yours faithfully, 


E.A. Russell’ 


Professor Russell also sent me at the same time a letter which went into the 
matter at somewhat greater length, and my reply to some extent reflected the 
points made in that letter. This reply appeared in the issue for 13 May (the 
delay reflecting the pressure on the correspondence columns of the Economist), 
and was as follows:- 


‘Sir — Mr. E.A. Russell (April 22nd) raises an extremely interesting point in 
relation to the assumptions and methodology of my book “The Effects of U.K. 
Direct Investment Overseas.” He is perfectly correct in saying that, to judge 
the total effect of overseas investment on British trade, one should sup- 
plement the analysis which we made with estimates of the balance of pay- 
ments responses of the receiving countries. I would not, however, accept 

the implication of his final words, which is that these responses would 
necessarily lead to changes in the borrowing countries’ imports, even in the 
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case of Australia, where there has been a policy of using overseas ‘borrowing 
to finance current account deficits. The matter is a good deal more complex 
than this apparently plausible statement implies. 

Essentially, the complexity comes from the fact that the response to a 
reduction in one form of capital inflow may well be an increase in a different 
form of capital inflow, rather than any change in the trade statistics. Thus if 
a British chemical manufacturer had not expanded its Australian subsidiary, 
a Similar expansion might have been done by an American company, which 
would see the opening for profitable investment: in order to assess the con- 
tinuing effects on British exports, we made the convenient assumption that a 
broadly similar development would be undertaken, either by another foreign 
company, or by a local one. If the development were undertaken by an American 
company, the effect of the switch on the Australian balance of payments would 
be negligible, and Mr..Russell’s point disappears. Even, however, if it had 
been done by an Australian company, the Australian reaction to the reduction 
in this form of capital inflow might well have been to improve the Australian 
capital account by (for example) arranging to convert one of its maturing 
obligations in London, instead of repaying it. 

The complexity of the problem is, of course, no excuse for our not having 
discussed it, and we will certainly do so in the final report. 

Yours faithfully, 


W.B. Reddaway’ 


What, then, do we need to add to these brief statements? First, Professor Russell 
was making the point — which I entirely accept — that if there is a rise in the 
total inflow of capital, net of repayments, then the Australian authorities would 
be free to manage their economic policies — whether through fiscal and monetary 
action, or by relaxing on import controls, or both — in such a way as to raise the 
level of imports (or reduce exports). This is an element in the picture which 

ought to have been included in our picture, and it is useful to start with a rough 
analysis of the quantitative importance which it may attain — even though, as 
explained below, £100 of investment in Australia by a U.K. company by no means 
necessarily implies a net inflow of capital into Australia of £100. 


To take the strongest case, then, let us imagine that we are comparing these two 
situations, looking at the matter essentially from the Australian end:- 


(a) A British company does £100 of capital expenditure in its subsidiary, pro- 
viding all the funds from outside Australia. 


(b) There is no such expenditure, and this fact has no influence on capital ex- 
penditure by anyone else in Australia, as compared with alternative (a). 


In the former case a substantial part of the £100 will be spent on buildings and 
other Australian made goods, some will be spent on imports from the U.K., and 
some on imports from elsewhere. We did not, unfortunately, ask about the div- 
ision between purchases from Australia and purchases from countries other than 


U.K., but we can follow the argument by assuming that the broad position was 
typically something like this :- 
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Country of origin Amount (£) 


Australia 78 
Pe Le 
Other countries 10 

ae 


The figure for Australia has to include all internal expenditures on erection, 
transport, etc. 


Initially, Australia will add £78 to her exchange reserves — at least in comparison 
with the second case. Activity and/or import quotas will however then be greater 
than in the second case — whether through automatic multiplier effects, or 
through deliberate Australian policy, or through a bit of both; in the extreme case 
which we are considering, we assume that this leads to a further rise of £78 in 
Australia’s imports (without affecting her exports). These imports will be of a 
general kind, not identifiable as due to any particular cause, and certainly not 
ascertainable by any questions to representatives of U.K. subsidiaries, or indeed 
to anybody. For want of any better information, we might assume that about one 
quarter of them (i.e. £20) would come from the U.K., in line with Britain’s average 
share in Australia’s imports ; with £12 of imports bought by the subsidiary, this 
gives a total of £32 — which may be the sort of thing which Professor Russell 
was expecting. 


Why, then, did the Interim Report come out with a figure which not only did not 
add on the £20 of ‘indirect’ imports, but reduced the £12 of direct imports to £8? 
The answer is of course that it was answering a different question, in which the 
alternative situation to the British investment of £100 was assumed to be a 
similar investment by somebody else: if that somebody else were (say) an Ameri- 
can or German investor, then the Australian balance of payments would not be 
affected — the fact that an American investor has seized this particular invest- 
ment opportunity has a negligible effect on other possible expenditures by Ameri- 
cans. All that is affected is the probable origin of the imports required for the 
investment itself, which is likely to be shifted in considerable measure to the 
investor’s own country: we assessed that, on average, the direct imports from 
the U.K. would then be reduced from £12 to £4, so that the initial effect on 
British exports of the investment having been done by a U.K. subsidiary was £8 
— with a maximum figure of £12. 


How was it, then, that the Interim Report came to concentrate so exclusively on 
assumptions of the second type, and what should one say now that the position 
has been opened up? The answer to the first part of the question, as a matter of 
history, is at least simple, though not very flattering: in the interests of assess- 
ing the continuing effects, we made the basic assumption that investment op- 
portunities not taken by U.K. companies would be taken by somebody else, and 
in writing the report I slipped into regarding that somebody else as another 
foreign investor. It was not legitimate to dismiss the matter in this way, but at 
least it provides the analysis for quite a common case, especially for marginal 
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changes in U.K. direct investment: it should feature in the story, but its nature 
should have been stressed, and other alternatives examined. 


B. No Alternative Producer? 


If one is to fill in more of the picture, there are two main alternatives to consider: 
a local company as alternative producer, and no altemative producer at all. A 
limited investigation of the second of these possibilities was in fact made in the 
Interim Report on pages 110-11, where the assumption was examined that in 
aggregate alternative producers might have made only 90 per cent of the British 
subsidiaries’ output, instead of 100 per cent. The emphasis of that analysis was 
essentially on continuing exports, rather than initial effects, and it led rapidly to 
the conclusion that the adoption of such an assumption would make the continuing 
effects of overseas investment by British manufacturers ' appear very much less 
favourable: the section did end with a note to the effect that the initial effects 
would come out slightly more favourably than was shown in the basic tables 
(effectively because one would be making no deduction for sales of machinery to 
the substitute producer, on one occasion out of ten), but the analysis was not 
extended — as it should have been — to include indirect effects of the type sketch- 
ed above. 


So far as this part of the analysis is concerned — i.e. the possible assumption of 
no alternative producer — I have no hesitation in saying that it is much better to 
stick to the assumption that there is an alternative producer as the standard 
case: it is a plausible assumption in a great majority of instances, as our dis- 
cussions with company representatives bore out, as well as being analytically 
simple. It is then open to those who wish to study particular cases to do so, in 
the light of their very varying circumstances. Such an analysis would have to 
consider a number of points, notably the following :- 


(a) The ‘balance of payments response’ which the receiving country would have 
made in the initial year if it had not received an inflow of capital from the 
British company (discussed below, page 256). 


(b) The direct continuing effects on exports from the U.K. caused by the exist- 
ence of the subsidiary, which depend on the nature of its activity: these 
would usually be unfavourable if it is to make goods overseas of a kind ex- 
ported from the U.K. (assuming that no alternative producer would otherwise 
be established), but neutral or favourable if it is (e.g.) a copper mine. 


(c) The indirect continuing effects arising through the development of the host 


1 The analysis was stated in general terms, without reference to the nature of 
the investor; the argument was however developed on page 111 as if one were 
discussing investment by manufacturers, and it does not apply in the case of 
mines and other enterprises making goods not produced in the U.K. I must 
apologise for not having allowed for this point, but the orders of magnitude 
were not seriously affected for the general aggregate. 
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country which the subsidiary makes possible, including those caused through 
the effect of the subsidiary’s operations on its balance of payments where 
that is an important constraint. 


The only generalisation which seems to be called for is really a warning: if one 
is to embark on this more complex exercise (as contrasted with our ‘standard 
case’, which assumes an alternative producer), one must consider all the im- 
portant effects. It is not legitimate to say that the initial effect will be more 
favourable (as it nearly always will, though the difference may be very small) 

and ignore the continuing effects — which are likely to be more important, because 
they continue, and which are usually unfavourable.' 


oe A Local Producer as the Alternative 


The more interesting case — especially for such countries as Australia — is the 
one in which there would be an alternative producer, but he would be locally 
financed. On such an assumption the direct continuing effects on British exports 
may, in a broad way, be regarded as similar to our standard case: if the efficiency 
of the local producer is not the same as that of a potential investor from abroad, 
the tariff mechanism is liable to lead to much the same results for British ex- 
porters, though not perhaps for Australian consumers. The indirect continuing 
effects on British exports will not be identical — Australia will not develop in 
just the same way, and her-balance of payments will be affected by the question 
whether the enterprise is owned by Australians or Englishmen: but such differ- 
ences may well be regarded as too small to justify consideration in a general 
analysis, and they will be much influenced by the Australian Government’s choice 
of policy. 


The really interesting comparison is in the initial effects. It is tempting to say 
simply that the capital expenditure will be the same, whether the enterprise is 
financed in Australia or by a U.K. company, and so will the amount of machinery 
imported into Australia: consequently for every £100 spent on the enterprise, the 
Australian exchange reserves would ‘initially’ be £100 greater if it is owned by 
the U.K. company than if it is owned by Australians, and this £100 would then 

be diverted to a ‘general’ increase of imports because it was the Australian 
Government’s policy to respond in that way to a gain in reserves (whether through 
relaxing import controls or through a general policy of fiscal and/or monetary 
expansion). 


On this superficially attractive argument the initial effects on U.K. exports of 
the overseas investment by the British company would then be:- 


(a) The U.K. share of the £100 of Australia’s additional ‘general’ imports — per- 
haps £25. 


1 See the discussion in the final section of Chapter XXII (page 298), inspired 
by the receipt of the Hufbauer—Adler Report, which arrived too late to be con- 


sidered in this chapter. 
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(b) 


Any increase in the U.K. share of the machinery imported for the‘enterprise, 
which might come from its being owned by a U.K. company, rather than an 
Australian one: conceivably this might amount to £3 (i.e. the Australian com- 
pany would have bought £9 worth from the U.K., as against the £12 which 
was actually bought from the U.K. by the British subsidiary). 


On this approach, the total is thus £28, as against the £8 shown as initial effect 
in the Interim Report. 


D. 


More General Considerations 


The above approach is useful as a means of deriving a sort of upper limit (which 
would of course have to be calculated separately for each country). It is not, 
however, in any sense suitable for giving a general answer, for which the follow- 
ing points must all be very firmly brought into the calculation :- 


(a) 


‘Outside Finance’. The calculation has assumed that all the finance for 

the expansion of the British subsidiary would come from the U.K., and this 

is why £100 of additional ‘general’ imports were assumed to be possible as 
compared with the locally financed case. On the average of our sample, 
however, some 40 per cent of the finance was raised from outside sources, 
and the great bulk of this would probably come from investors in the host 
country (if we are considering one of a type which might otherwise run the 
enterprise itself). Consequently the ‘initial gain’ of exchange reserves would, 
on average, be only £60, not £100: the additional general imports would also 


- be reduced to £60, with the U.K. share of these at £15; and the total initial 


(b) 


(c) 
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effect would be £18, not £28. 


Alternatively, the Interim Report’s figure of £8, which is measuring the 

initial effect of an expansion of £100 in net operating assets, must be in- 
creased to reflect £100 increase in U.K. stake; we have explained in the 
preceding chapter why we think that comparisons are best related to increases 
in operating assets. 


What Type of Alternative Producer? It was a mistake for the Interim Report 
to ignore the possibility of a local producer as the alternative when assess- 
ing the initial effects, rather than one financed from another country ; but 
obviously we must not fly to the other extreme and assume nothing else. For 
a general picture of any particular country, one would need to combine the 
two assumptions in suitable proportions. (This is what we tried to do for 
assessing the continuing effects on U.K. exports.) j 


The Balance of Payments Response. Our final — and most difficult — task 
is to consider what one really should assume about the balance of payments 
response of the host country to an inflow of capital to U.K. subsidiaries. So 
far we have been assuming — in order to see the maximum result — that the 
host country reacted by a policy which caused (or permitted) the level of 
imports of goods and services to rise in such a way as to keep the movement 
of exchange reserves the same as in the alternative position. But even if 


that result is to be produced — and we can well imagine a country with strong 
reserves, e.g. Germany, ignoring such a factor, or a country with weak re- 
serves thankfully raising them, though unwilling to take unpleasant action to 
make them rise — there is nothing sacrosanct about producing this result 
through a movement in imports of goods and services. We must consider in 
each case how the thing might work out: perhaps we may continue to focus 
our ideas by using Australia as an example, whilst recognising that it is a 
“strong case’, because British direct investment was very important there 
(see Table IV.6). 


First, we need to picture the thing happening. If the flow of direct investment 
from the U.K. is fairly active (in place of possible ventures by Australians) there 
will tend to be an accumulation of reserves. This is not a planned operation, so 
that some accumulation may well actually take place — at least by comparison 
with the alternative position. During that period — before any positive policy 
affecting imports has been adopted — the course of events will normally lead to 
other decisions having to be taken. Maybe one of Australia’s pre-war loans 
reaches maturity in London, and the question is whether it should be repaid or 
converted: with the strong state of Australia’s reserves, she would find it hard 
to resist suggestions from London that repayment would facilitate the working 

of the Sterling Area — especially as the Australian Government can more easily 
raise funds locally when the banking position is easy.' Or there may be pressures 
for greater freedom for Australians to buy oversea securities, which are harder 

to resist when the reserves are good. There will be little chance of obtaining 
development loans from the World Bank or any other international body, when 
these are so largely reserved for countries with balance of payments problems. 


In brief, a rise in one form of capital inflow — direct investment from Britain — 
may well lead to some diminution of other types of (net) capital inflow, without 
there being any policy directly connecting the two: the direct investment simply 
means that the circumstances in which various essentially financial decisions 
are taken tell that way. The World Bank did not stop granting loans to Australia 
because it was uninterested in the completion of the Snowy River scheme or other 
developments ; the Australian loans in London were not repaid because U.K. in- 
vestors dislike holding them — nor yet because Australia was anxious to get 
clear of such debt; the greater liberalisation of Australia’s outward capital 
movements did not simply reflect a change in her priorities. All these — and other 
— financial decisions reflected the fact that Australia’s over-all balance of pay- 
ments had been greatly strengthened by a vast inflow of private capital. 


This is not to deny, of course, that the volume of general imports into Australia 
has been higher than it would have been in the absence of the inflow of private 
capital. If the entire flow of British capital had been eliminated — including the 
use of undistributed profits, all of which would then have been repatriated — it is 


1 A comparison between the proportion of Australia’s maturing loans which has 
been repaid since the war and the position for New Zealand is revealing. So 
is a comparison between the high level of Australia’s governmental borrowing 
abroad in the 1920s and the position in the post-war period. 
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clear in the Australian case that the position would have been altered so radically 
that a full-blown analysis of all the possible alternatives would have been need- 
ed: there would doubtless have been changes in both physical and financial flows. 
For the sort of marginal change which we are considering, however, less off- 
setting financial movement could have done the trick, and there is some reason 

for regarding them as first in the firing line. What is certainly clear is that it 
would need far more resources than we possess to assess how far the changes 
would have been of one type rather than another for each of our fifteen countries. 


I see no feasible alternative, therefore, to saying that our basic assumption about 
an alternative foreign investor should remain as the standard case. It auto- 
matically removed the problem of ‘balance of payments response’, because it im- 
plied that the investment by the British company automatically led to the cor- 
responding absence of a potential inflow from elsewhere ; this made the analysis 
simple, but its justification must lie mainly in the fact that it is also a plausible 
case, which should feature largely in any average which one might try to produce. 
I can only leave those concerned with particular problems to allow for the 
particular features of these in the light of this general discussion. 


At the same time I must express my gratitude to Professor Russell and others 
who revealed the need to discuss alternative possibilities, and I apologise for 
not having done so before. It is rather a relief to have worked roughly through 
one ‘strong’ case by way of illustration, and come to the figure for initial effects 
of only £18 per £100 addition to net operating assets even before any deduction 
for the ‘response’ being partly in the financial field, and assuming that all alter- 
native producers would be Australian companies. This is of course more than 
double the figure of £8 given in the Interim Report, for the ‘foreign company’ case, 
and the figure would doubtless remain higher if one allowed for the ‘financial’ 
response : but even taking it as it stands — rather than first reducing it and then 
averaging it with the £8 to get a generalised figure — its use in place of £8 might 
not make much difference to the answer to a practical problem, for which the im- 
portant point is often whether the figure is ‘about £50’ or ‘about £10’. 


E. Policy Matters 


At two points in the above discussion I have taken the traditional ‘easy way out’ 
of looking at difficulties and then passing by on the other side with remarks about 
practitioners allowing for special circumstances. Let me hasten to show that 

this is not meant to be a mere dodging of awkward issues, by showing its relev- 
ance to the question raised in the last chapter about ‘discrimination between 


countries’ in allowing overseas investment when faced with balance of payments 
difficulties. 


In that chapter I said in point (b) on page 243 that the selectivity principle should 
call on the applicant to show how much of the capital expenditure by the overseas 
subsidiary would be devoted to British machinery, etc., and added in point (c) 

that the authorities would consider how much of the ‘local’ expenditure would be 
reflected in a general addition to U.K. exports. This calls for consideration of 
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one question which is specific to the individual case: if the expenditure is not 
done by the British subsidiary, will it — or something broadly equivalent — be 
done by a local investor, or by a subsidiary from another country, or not at all ? 
On this matter evidence from the applicant is clearly useful: if he says ‘a sub- 
Sidiary from another country’, the general balance of payments response will be 
much the same as with British investment, and the issue can be ignored. If he 
says either of the others, then the British investment may lead to additional U.K. 
exports through ‘balance of payments response,’' and this should be assessed by 
the authorities on the basis of a broad general analysis in respect of each 
country, which would be applied to all cases. It would consider two main ques- 
tions :- 


(a) What sort of ‘balance of payments response’ do we expect to a gain of 
foreign exchange? — The answers might range from ‘The country has abundant 
reserves, and will try to neutralise the effect of the inflow on internal mon- 
etary conditions and so avoid any impact on its imports’ to ‘The country has 
been regarding the level of its reserves as compelling it to impose import 
restrictions (or pursue a restrictive monetary and fiscal policy, with consider- 
able unemployment) and it can be relied on to relax its policies sufficiently 
to spend on imports all the foreign exchange which it may gain’. 


These assessments would of course have to take account of the possibility 
that the country was desperately anxious to raise its exchange reserves, 
rather than increase imports, or would respond partly in the financial field. 
Such reactions might of course benefit the British reserves — e.g. if the 
recipient country kept its reserves in sterling, or would repay sterling loans 
on maturity. 


(b) What proportion of its imports does the country get from the United Kingdom? 
Ideally of course this question should be related to the proportion of its 
marginal imports, but the average will usually be much better than nothing. 
One needs to consider services as well as goods. 


The combination of the answers to these two questions gives a quantitative 
measure of this particular factor. In general it cannot be treated as a very im- 
portant one, because it only applies to the subsidiary’s expenditure which is not 
used for imports, and it does not apply at all if the alternative is investment by 
a foreign company. But one could imagine it as having an important influence in 
particular cases. There might, for example, be a proposed investment in New 
Zealand, for which the plausible alternative might be the expansion of a New 
Zealand company ; New Zealand’s exchange position is such that the inflow of 
foreign exchange would be reflected in imports ; and Britain is the major supplier 
of New Zealand’s imports. 


1 The assessment of the continuing effect on the parent company’s exports must 
of course be examined on the same assumption about these matters as these 


initial effects. 
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XX The Model Further Considered: 
2. Various Alternatives 


This chapter deals with technical points, and readers who are not interested in 
such matters can omit it without losing the thread of the argument. 


So far we have been discussing the absence from the model of any allowance for 
repercussions on the U.K. of effects produced externally: we turn now to discuss 
the assumptions which were made about internal repercussions, and possible 
alternatives. It is not of course my intention to comment on all the comments 
which were made on the treatment given in the Interim Report, but only to deal 
briefly with points where discussion seems likely to be of general interest. 


A. No Need for an Alternative Position? 


I start first with a variety of comments to the effect that somehow the effects 
should be deduced directly from the accounting records of the companies, without 
any comparison with an alternative position. An example of the failure to 
appreciate the very simple arguments of the Interim Report, which has been 
widely quoted, appears in the article by W.A.P. Manser in the Westminster Bank 
Review for August 1967. A reply was written by my colleagues, S.J. Potter and 
C.T. Taylor, in the November 1967 issue of the same review, and I would not 
mention it — since I can do no more than repeat arguments which seem to me 
crystal-clear — if it were not that wider currency has been given to the idea that 
the Interim Report applies over-rigorous standards, by which recorded exports are 
in some mysterious way ‘reduced by seven-eighths’. 


Briefly, then, let me repeat! that the object is to establish the effects of having 
overseas subsidiaries, not just the amount of business which they handle, or the 
contribution made by the parent companies to the export drive. In a number of 
cases companies route all their exports to a particular country through their local 
subsidiary: can one seriously suggest that these eminent companies would have 
sold nothing in that country if they had had no subsidiary there, in defiance of 
the fact that they had exports to other countries where they had no subsidiary, 
but sold through agents? If not, it is meaningless to say that the whole of their 
sales to their subsidiaries represents the ‘effects’ of having the subsidiary. And 
if a company’s representative tells you that the company would have exported 
more from the U.K. if it had not had a subsidiary producing its main brands in a 


1 The full argument is on pages 21-3 of the Interim Report. 
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certain country,must not one enter a negative sum to represent the effects on U.K. 
exports of that subsidiary, even though it bought some goods from the parent?! 


Perhaps I may supplement this point by directing the attention of enthusiasts for 
the use of actual transactions, with no ‘intricate recalculations’, to this quotation 
from the Interim Report, page 21 which sets out our views about the treatment of 
imports from the subsidiaries into the U.K.:- 


‘Conversely, if a British manufacturer establishes an overseas subsidiary to 
produce bauxite for use in the production of aluminium in the U.K. it would be 
totally unreasonable to regard the overseas subsidiary as imposing a great 
“burden” on the British balance of payments, because it was continually in- 
sisting on payments from Britain in foreign currency for the bauxite which it 
delivered.’ 


It is perhaps noteworthy that Mr. Manser’s enthusiasm for using actual transac- 
tions did not extend to suggesting that we should nevertheless subtract the sub- 
Sidiaries’ (actual) sales to the U.K. group in arriving at the balance of payments 
effect. When the illogicality of his position in this respect was mentioned in my 
colleagues’ reply, he remained conveniently silent on the matter in his rejoinder: 
on his approach, the logical thing would have been to say that all sales to the 
U.K. should be subtracted, not just those to the parent. 


B. Widespread Reform? 


Another category of suggestions lay at the other extreme, in suggesting that 
comparison should be made with a situation in which all sorts of desirable 
changes had been made, such as a big increase in science-based investment of a 
cost-cutting type, or the adoption of measures to ensure that there was no balance 
of payments problem, or even the ending of restrictive practices. 


On all this I can only reply that if one is to study the effects of direct investment 
overseas, one must construct an alternative position in which those changes take 
place which follow more or less automatically from doing rather more (or less) of 
such investment, and — if this leaves a gap in the model — ‘fill up’ with such 
other assumptions as are of the most neutral kind. It seems clearly wrong to 
estimate the effects of overseas investment by envisaging that a reduction in it 
would enable us to introduce such unrelated changes as an increase in science- 
based internal investment: the cut in overseas investment might facilitate a 
general increase in investment, but the main attractions of this kind of proposal 
lie in the words ‘science-based’ (or ‘cost-cutting’), and the problem is to find how 
_in practice to induce such enterprise. If one can solve that, then many devices 


1 This simple point is the one which some commentators seem unable to 
appreciate — see, for example, Mr. Manser’s rejoinder in the Westminster Bank 
Review (February 1968). In many cases it is not just a matter of eliminating 
some fraction of the goods bought by the subsidiary for re-sale, but of replacing 
that positive figure by a negative one. 
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are possible to ‘make room’ for the extra expenditure, which have nothing to do 


with overseas investment. 


In brief, I have every sympathy with those who want to make the kind of analyses 
which examine a whole package deal of changes, designed to improve a country’s 
economic position. Such analyses are in many ways more useful than a study of 
the effects of changing one factor in isolation — or rather, in combination with 
‘neutral’ changes designed to preserve some over-all macro-economic assumption. 
Certainly if it comes to policy prescriptions, one must not be content with showing 
that a problem can be solved (or alleviated) by operating on the particular factor 
which one happens to have been examining: that is why, on page 131, I went out- 
side my terms of reference to emphasise that, in a balance of payments crisis, one 
should not necessarily adopt a policy of curtailing direct investment overseas 
because it would bring some relief, but should first make a full review of alter- 
natives to see what combination of possible measures would yield the most 
desirable outcome. Nevertheless, if one’s job is to assess the effects of a change 
in the scale of direct investment overseas, then one must restrict one’s desire to 
include as ‘counterparts’ one’s own pet remedies for the economic shortcomings 
of the nation. 


Cc Consumption or Investment as Alternative? 


A special case of the above arose in connection with the problem of ‘offsetting’ 
an increase in exports, by some reduction in internal demand. Our research 
showed that an increase (or curtailment) of direct investment overseas had remark- 
ably little automatic effect on the amount of investment done in the U.K. by the 
companies concerned (see the Interim Report, pages 93-5). Consequently any 
adjustments in internal investment or consumption which are to be assumed to go 
with the change in overseas investment have to be brought about as part of the 
general process of macro-economic management — usually achieved through 

fiscal and/or monetary policy — in which a modern U.K. Government is inevitably 
involved. We can say nothing about what this implies without attributing to the 


government some objectives which it can plausibly be thought to have been 
pursuing. 


In the Interim Report our basic assumption was that the counterpart would be an 
adjustment of internal investment, and the question has been raised more than 
once whether we should not have chosen an adjustment of consumption, ‘because 
then an increase in overseas investment would not entail losing the benefit of any 
internal investment’. It is of course perfectly sensible to analyse a question of 
this kind, but one must then recognise that one is not assessing the effects of 
increased overseas investment as such, but rather of that increase coupled with 
increased national thrift — produced (for example) by more government saving. 
Part of the future gain in income is then due to the increased accumulation of 
capital through increased thrift, which could equally well have been induced 
independently of any change in overseas investment. 
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D. Different Basic Assumptions 


The last sub-section is in a sense a special instance of the wider problem of the 
choice of basic assumptions, including one’s assumption about the main controll- 
ing forces in the economy. This matter was, in particular, discussed by Professor 
Morgan in the Banker for May 1967, and is clearly one of great intellectual 
interest — though it is perhaps as well to remember that, in comparison with other 
macro-economic items and their possible changes, a change in the rate of direct 
investment overseas is a very modest affair. ' 


The analysis of this problem in Appendix C of the Interim Report recognised, in 
its very first paragraph, that ‘there are as many answers as there are varieties of 
assumptions which one thinks it useful to make’, and in its second paragraph that 
in principle one might analyse the effects of the initial act of making the invest- 
ment ‘on assumptions which clearly precluded it from having any effect on the 
actual (over-all) balance of payments, because policy was assumed to be always 
successfully aimed at keeping the (over-all) payments in balance — e.g. by a 
continuously variable exchange rate’. Our choice of assumptions was not, there- 
fore, made without due reflection, and after reading Professor Morgan’s article 
with great care I feel bound to say that I would not, if starting again, make any 
serious changes — given that we were analysing conditions in the period 1955 — 
64 for the U.K., not attempting the impossible task of producing an analysis of 
universal applicability. 


I would however like to add the following points, which are largely intended to 
clarify either the nature of the assumptions or the reason for making them:- 


(a) It is a plain fact that Britain was experiencing balance of payments problems, 
of varying intensity, throughout the whole of the period considered and the 
subsequent years. To choose a set of basic assumptions which would 
preclude the existence of a prolonged period of such difficulties would 
clearly be wrong. 


(b) In particular, the maintenance of the exchange rate at $2.80 to the £ was 
clearly both an objective and a fact. I see no usefulness in Professor 
Morgan’s statement (page 604) that ‘there must be an exchange rate which 
would generate exports sufficient to cover any level of overseas investment’. 
We are concerned with the effects of overseas investment on the balance of 
payments under conditions which in fact applied, not with prescribing 
measures to cure the entire balance of payments problem (which certainly 
cannot be attributed to direct investment overseas as sole cause). 


(c) It seems to me quite clear that the major preoccupation of the British Govern- 
ment in its macro-economic policy was with full employment: what we are 
effectively assuming is that the effects of its measures to secure this on 
prices and incomes, or on availability of goods to meet export demand, would 
have been much the same, whether or not the level of overseas investment 
had been a bit higher (or a bit lower). This seems a rather modest 


‘1 See Interim Report, page 30 and footnote on page 28. 
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assumption, which hardly justifies Professor Morgan’s formidable strictures, 
but it would have been better to make clear that we only needed to assume 
that the position would be the same in either case. I must apologise for 
having written point (e) in the list of assumptions, both on page 28 and on 
page 169, as if there would be some specific measures taken by the govern- 
ment as a reaction to the change in overseas investment, whereas in fact the 
government’s policy is directed to meeting the totality of the circumstances 
prevailing or expected, in which the changes in direct investment overseas 
are only one minor item. I must also apologise for an incautious use of the 
phrase ‘maintain full but not over-full employment’ on page 168 (though I 
could plead in mitigation that this was only in the introductory part, before 
the assumptions were stated precisely). 


In the application of the assumptions — as opposed to their nature — I am happy 
to record agreement with Professor Morgan about the need to consider indirect 
repercussions on the demand for U.K. exports, in cases where the investment 
abroad would not otherwise have been done by a foreign company: this is the 
matter discussed in Chapter XIX. On the other hand he seems to be flying in the 
face of the evidence when he attempts to introduce scope for ‘market forces’ by 
referring to ‘decisions by a British company to spend money abroad rather than at 
home’: as already indicated, virtually all companies with which we discussed the 
matter insisted that such decisions were extremely rare, and of no quantitative 
importance. To my mind, this matter is in any case swallowed up by the over- 
riding assumptions about full employment policy, but if one believes in making an 
analysis on some other assumption — e.g. a constant quantity of money — one 
must realise that the reactions from decisions to invest abroad can only be 
indirect. 
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XX!I Some Notes on Statistical 
Procedures 


This chapter deals largely with technical points. Section F contains important 
results which follow from a changed method of allowing for the fall in the value 
of money, but readers who are not interested in technical points can omit the 
rest without losing the thread of the argument. 


In the previous chapter we have been discussing various points of principle, 
according to which the objectives of the analysis have to be defined, and also 
assumptions which are to be made about the ‘things which should be assumed 
equal’, or other matters concerning the working of the economy. In this chapter 
we proceed to the more prosaic job of discussing the methods by which we should 
attempt to arrive at statistical measures of the things which have been defined 

in accordance with those principles and assumptions: as before, the object of the 
chapter will be partly to describe more fully what was done, and partly to set out 
at greater length the reasons for adopting the procedures which were chosen. 


A. Undistributed Profits and the Calculation of Profitability 


In the Interim Report we followed the normal statistical procedure in matters con- 
nected with the balance of payments, whereby the undistributed profits of an over- 
seas subsidiary or branch are treated as an incoming item in the current account, 
and a corresponding outgoing item entered in the capital account as further in- 
vestment in the subsidiary. Accordingly, in calculating the profitability of an 
overseas investment, we took the profits for any year, whether distributed or not, 
and divided them by the book value of the net assets, including those assets 
which had been financed out of the undistributed profits of previous years. 


I have no doubt in my own mind that this is the proper procedure to follow in an 
investigation of this kind, and have had plenty of support from people who are ex- 
pert in such fields. Nevertheless, I have met a steady trickle of opposing views, 
which might be summarised in this sort of way: ‘if you are concerned with the 
effect on the balance of payments, then you should simply take the original remit- 
tance of funds from the U.K., plus any subsequent capital remittances, to repre- 
sent the denominator of the fraction, and for the numerator you should take the 
profits remitted in cash in each of the later years.’ Sometimes it has been thought 
reasonable to include in the capital supplied from the U.K. the value of any goods 
which were sent by the parent company without charge (e.g. machinery or stocks 
of component items), but the ‘strong’ view which I sometimes encountered insisted 
that one should put in nothing but actual cash transfers. 


This view has been put forward by people (amongst others) who have been 
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extremely cooperative in supplying the information on the basis which,l requested, 
and I would like therefore to set out some of the reasons why I do not, regard this 
approach as correct for the purpose of this report — even though the information is 


sometimes very interesting in itself. 


Firstly, in the proposal usually put forward, the upshot would depend enormously 
on the form of the transactions in the intervening years since the venture was 
started, since this can greatly influence the size of the denominator which con- 
stitutes ‘capital remitted from the U.K.’ Thus in the intervening years it would be 
entirely possible that one enterprise had paid out substantial cash dividends, and 
obtained additional share capital for expansion when necessary from the parent, 
it would then appear as having a much larger amount of capital to put into the de- 
nominator than a second enterprise, which might have paid no dividends for the 
whole of its first fifty years, and so show in the denominator only an initial re- 
mittance of a few thousand pounds. If the profits of the two enterprises had been 
the same in every year of their history, and the initial capital had also been the 
same, then it would be very misleading to show the second one as in any sense 
‘much more profitable’ now than the first. 


Various possibilities are available for removing such an anomaly, but they all in- 
volve the statistical difficulty of requiring data for every year back to the start of 
the enterprise, and they also involve considering its entire history as constituting 

a single ‘observation’. Perhaps the most logical would be to apply a ‘discounted 
cash flow’ technique to the results, so as to show one single rate of return to 
represent the entire outcome for the subsidiary’s whole life: this is likely to mean, 
however, that the results for a long-established subsidiary are very much influenced 
by ‘ancient history’, and therefore of rather limited value as a basis for deciding 

on present policy. 


Secondly, this sort of approach may well make nonsense of any attempt to bring 
into the picture any enterprise which was started after the war, if it followed a 
policy of retaining all its profits (or nearly all of them) to cover expansion. If no 
dividends have in fact been declared, the return on the capital invested would, on 
the suggested ‘cash’ basis, come out at zero, which is not a very meaningful re- 
sult: conversely, if a second company which had developed in exactly the same 
way had pursued a policy of full distribution, and sought additional capital as nec- 
essary, then it would show a normal rate of profit. 


In view of the large amount of capital which has been invested in the post-war 
years, either in new enterprises or in major expansions, any system which ren- 
dered their figures useless or misleading would be disastrous for the enquiry: in 
particular, since in the last resort one is mainly interested in the results of new 
investment (which can be done on a bigger or smaller scale), this would mean 
throwing away the most valuable type of information. 


Thirdly — and more positively — it seems to me right to take credit for profits 
which have been earned, even though they have not been distributed. In the great 
majority of cases any retention in the overseas subsidiary represents a deliberate 
choice by the company: if the profits had been distributed, the subsidiary would 
probably have wanted to obtain additional capital for expansion, so that retention 
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at least avoids a debit item in the U.K. capital account. 


In connection with the above, we were a bit worried about the possibility that re- 
tention might have been enforced by the overseas government, either legally or 
through moral pressure, but our enquiries pointed to the amount of such truly in- 
voluntary retentions as being only a small fraction of the whole. One reason for 
this was that countries which were imposing restrictions were often ones in which 
either the overseas companies had little in the way of profits which they could 
afford to remit (because inflation was reducing their true profits to a low figure — 
see Appendix D) or the subsidiary wanted to do a lot of expansion to meet a 
booming demand. The simple practice of taking credit for the whole of the (post- 
tax) profits is not exactly what one would like to do in cases where retention is 
involuntary, but the error involved was small, and would have been very difficult 
to correct. 


In effect, we treated as a credit to the balance of payments something which gave 
the U.K., through its companies and their subsidiaries, the ownership of more net 
international assets. What was then done with this extra wealth seems to be a 
separate question. 


Fourthly — and perhaps most decisively of all—the object of the whole exercise is 
essentially to throw light on the additional income —in the sense indicated above 
— which would be likely to come to the U.K. if it increased the size or number of 
its overseas subsidiaries. For this purpose, the best guidance seemed to be 
obtainable by considering the assets which the subsidiaries would be using, and 
the profits which they earned. The question whether those assets had been ac- 
quired by an original remittance of capital from the U.K., or by accumulation of 
undistributed profits, seems irrelevant. 


Admittedly, the use of book values to represent the assets in use is not ideal, 
and we made an effort (discussed below) to convert these book values to replace- 
ment values. This is, however, a separate matter: one must get better guidance 
by using the whole of the book values of the assets, rather than taking a very 
variable fraction of those values to represent the amount originally remitted from 
the U.K. 


Be Depreciation 


In accordance with the philosophy explained above, all the calculations in the 
Interim Report were done on the basis of profits net of depreciation: although the 
allowance for depreciation used by accountants is necessarily somewhat arbitrary, 
this seemed to give the best measure of the addition to the subsidiary’s assets 

as a result of the year’s operations. Correspondingly, the book value of the as- 
sets to which the profits were related was the value net of depreciation. 


Suggestions have been made that this in some sense gives an under-estimate of 
profitability, or at least makes its impact on the balance of payments appear as 
arising /ater than it really does. So far as I understand it the argument is ap- 
parently that depreciation in the early years of an enterprise’s operation will 


267 


exceed the amount which has to be spent on renewal of the assets in respect of 
which it is being charged, so that in the early years there is a sum which could 
be remitted to the U.K. which exceeds the amount of net profits. 


This is, frankly, an argument in relation to which I stand in the position ‘Now I 
think that I understand it, now I have lost it again’ —partly because different 
commentators are (I think) making different points — and the following remarks 

are therefore made rather tentatively. For the reasons described in the last sec- 
tion, I do not feel it right to be concerned with the question whether ‘excess’ de- 
preciation allowances are remitted to the U.K., or kept abroad to expand the over- 
seas business — any more than with the question whether profits are distributed 
or retained. Since the great majority of companies showed a rising trend in the 
book value of their physical assets overseas, even after deducting depreciation, 
it seems simplest to take the case where the ‘excess’ depreciation on the first 
lot of assets is used to acquire additional ones: our profit figure is then designed 
to measure the average profit, over an indefinitely long period of years, obtained 
from an investment of £100, including profits earned from these additional assets. 


It may well be that one of the main points at issue is simply a matter of words, 
being analogous to the point which arose in connection with timing effects on 
page 242 above. I entirely accept the existence of ‘excess depreciation’ in the 
sense indicated above, which is familiar to most economists under the name 

of ‘the Domar effect’: this has the corollary that, if one defines the conditions 
strictly enough, one can say that the book value of an enterprise’s fixed assets 
is never so high as at the outset when they are all new.’ The availability of a 
flow of ‘excess depreciation’ is clearly an important practical feature of an in- 
vestment process, and the problem is to show how it should be brought into the 
present analysis. 


To start with some negative points, it is clear that if one were seeking to ex- 
plain how gross investment overseas is financed, the proper method is to include 
all depreciation as a source of finance, and not simply ‘excess’ depreciation, 
since the purchase of replacement machines is counted as part of gross invest- 
ment. 


If, as in our case, one is following the normal practice in the balance of payments 
field by dealing with net investment, then excess depreciation is again irrelevant, 
but the reason is different. For in calculating net investment one subtracts the 
whole of depreciation from the purchases (including those for replacement): con- 
sequently one could not regard any part of the depreciation as available to finance 
net investment, when the whole of it has already been subtracted in arriving at 
the figure for what requires to be financed. 


If, then, excess depreciation is irrelevant to a study of either net investment or 
gross investment, where does its importance lie? The answer is that it is 


1 In most cases, however, the enterprise does not meet the conditions of never 
expanding its capacity, never becoming more mechanised, never finding an 
irresistible need for a canteen or car park which was not in the original 
building, etc., etc. 
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important in its effect on the composition of the purchases which can be made. 
The fact that an abnormally small proportion of replacement purchases is needed 
when assets are new means that a large proportion of the purchases can be de- 
voted to purchases for expansion — which is clearly important, since it is these 
which primarily influence the capacity of the subsidiaries to produce overseas. 
If one took as a definition for ‘maintaining capital intact’ the maintenance of 
production capacity, rather than some financial magnitude, then we could truly 
say that excess depreciation was a source of funds for expanding ‘capital’ —i.e. 
capacity. This is, of course, just as true for home investment as for overseas 


investment. 


Perhaps an illustration may help to clarify the argument. Picture a British com- 
pany starting up an overseas subsidiary in year 1 with initial capital of £100,000. 
Assuming for simplicity that no capital equipment is bought from the U.K. that 
would otherwise not be bought, the immediate effect is an increase in the U.K.’s 
net external short-term liabilities of £100,000. Assume further that no ‘renewal’ 
purchases are required in the early years of the subsidiary’s existence, and that 
a cash flow in addition to profits is generated through depreciation which is not 


required to maintain the operating efficiency of the enterprise. The table below 
then gives simplified accounting figures, on the assumption that the ‘surplus 
cash’ is spent immediately on increasing the subsidiary’s capacity — while all 


profits (after tax) are remitted to the U.K. 


Table XXI.1. Simplified effects of net investment of £100,000 


(£7000) 


Accounting Items 


1 2 3 4 

Subsidiary’s book value (end-year) 

Gross of depreciation 100 120 140 160 

Net of depreciation 100 100 100 100 
Subsidiary’s p. and 1. account 

Depreciation - 20 20 20 

Profits (after tax) - 10 12 14 
Effect on U.K.’s financing problem* +100 —10 —12 —14 


* Not counting the financing charge or the continuing effect on exports, etc. 


If one counts depreciation (all of which is ‘excess’) as a return to the U.K., along 
with profits, the combined return accumulates to £96,000 by the end of year 4, and 
there is a temptation to say that this is virtually enough to ‘pay off’ the initial in- 
crease in short-term debt of £100,000, thereby removing the U.K.’s financing prob- 
lem in rapid time. It is clear, however, that if this flow is to be counted as a re- 

tum, it is a return to gross investment, which builds up to £160,000 by the end of 
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year 4. In that case, there remains a ‘financing problem’ outstanding of £64,000. 
In terms of our approach, which deals solely with assets and profits net of de- 
preciation, net investment at the end of year 4 is unchanged from the initial . 
£100,000, while profits after tax and depreciation accumulate to £36,000, again 
leaving a financing problem of £64,000. Whichever way one looks at it, the con- 
sequence of this particular act of investment is to generate a financing problem 
of the same magnitude. Inevitably the problem is smaller as a proportion of gross 
investment. than of net investment, but that can be no surprise to anyone. 


The profits shown in the table are of course highly conventional: they are shown 
as rising to reflect the ‘bonus’ to the enterprise for its ability to use deprecia- 
tion in the early years for expansion rather than replacement — an effect which 
would be fully incorporated in our results, but which does not really affect the 
issue of gross versus net investment. 


Profitability 


As regards the calculation of profitability, our method was to arrive at an average 
percentage by relating the profits of each year to the written-down book value of 
net operating assets; the procedure was fully discussed on page 88 of the Interim 
Report, with an account of its limitations. One group of critics seems, as I under- 
stand it, to be arguing that in calculating the profit from a single investment of 
£100, the proper method is to apply a discounted cash flow technique to the gross 
profits (before deducting depreciation) derived from those assets, without includ- 
ing the profits on the additional assets acquired with the excess depreciation: 
one then has a finite series of years, instead of an infinite one, but the procedure 
yields an equivalent (average) rate of profit. It is then apparently argued that the 
ratio of depreciation to gross profit will be higher in the early years, and that 
this will lead to a higher return than a technique which uses only the figures for 
net profits in the way adopted by us.- 


I do not feel competent to comment on this at any length, but it is clear that the 
method would be completely inapplicable to the data which we have available. 
The matter was discussed in the section on ‘complications caused by the time 
factor’ on pages 24 —6 of the Interim Report: we simply do not have (and could 
not have collected) a time-history of gross and net profits from a single invest- 
ment. Moreover, I am none too certain whether the method which we used has 
any inherent downward bias, merely because it uses a simple average for all the 
years which are available, and does not bring the heavy initial depreciation ex- 
plicitly into the picture (although of course it serves to reduce the book value of 
the assets used as denominator when calculating profitability). If one is anxious 
to give more weight to the early years in striking the average one would also have 


to take account of the fact (discussed in Chapter XVII) that the profitability of 
new ventures is low in the early years. 


A further point which seems to be included in this group of criticisms rests on the 
view that accountants’ depreciation is normally excessive as a measure of the 
wearing out of capital, which would mean that our figure for net profitability would 
be too low, even though this excessive depreciation also reduces the denominator 
as well as reducing profits. This is a matter on which we collected no evidence. 
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Finally, it may be useful to say that in so far as depreciation allowances are re- 
mitted to the parent company and held as a deposit on book-entry with the parent, 
the point discussed in the next section applies. 


i. Accounts with the Parent Company 


In computing the U.K. stake in an overseas subsidiary or branch, we followed the 
general practice of including in it any debt due from the overseas subsidiary or 
branch to the parent group, irrespective of the origin of that debt: thus we include 
amounts due for goods which had been supplied to the subsidiary, even though 
these might — at least in part— be regarded as ordinary trade credit, on which the 
parent would not expect to earn interest if the goods had been supplied to an in- 
dependent company. Similarly, in the computation of ‘net operating assets’, we 
subtracted current liabilities to anybody other than the parent group, but did not 
subtract liabilities to the parent group, however those might be described in the 
books of the enterprise.' 


This procedure has been criticised —and quite rightly — as leading to some exag- 
geration of the amount of capital to which the profits of the overseas subsidiary 
have been related. We originally hoped to do better than the normal practice 
(which is as indicated above) by getting some distinction between ‘normal trade 
credit’ on the one hand and what is virtually the provision of capital on the other. 
We discussed with the pilot companies whether it would make sense to ask for a 
division of the liabilities to the parent company between those bearing interest 
and the rest, in the hope that the former might be roughly equated with ‘capital’ 
and the latter with ‘trade credit’. We found, however, that practice in this matter 
was extremely diverse, and provided no reasonable method of making a meaning- 
ful distinction. Particularly in the case of branches, there was no legal distinc- 
tion between credit of any kind and ‘capital’, since there was no legally separate 
entity; consequently any attempt to divide the parent’s interest in the branch be- 
tween capital and trade credit would be entirely dependent on the book-keeping 
conventions adopted, and practice varied too greatly to make the distinction of 
any use. 


The other side of the coin was also important in a number of cases: the overseas 
subsidiary or branch sometimes used the parent company virtually as a banker, 
with which any liquid balances in excess of the minimum working balance needed 
for current purposes was deposited, even though it might be needed again over- 
seas in quite a short time. In arriving at the U.K. stake and the figure for net 
operating assets, we subtracted any balance which was due from the parent to the 
subsidiary, again without any reference to its origin: it might, for example, repre- 
sent profits which were being accumulated during the year, which would otherwise 
appear as a balance with the subsidiary’s bank, and count as part of its net opera- 
ting assets. It might also —reflecting the discussion in section R above —represent 


1 The procedure adopted was described on pages 17 —18 of the Interim Report, 
and given in more detail in Appendix A. 


are 


the remittance of depreciation funds which had accumulated, and so produce the 
result that profits would be related to a smaller amount of capital than would 
apply if those funds had been kept by the subsidiary. Any interest allowed by the 
parent on those balances would still count as part of the income of the subsidiary, 
so that the profitability might be exaggerated in this way. 


As it proved impossible to collect the statistics on a basis which would approxi- 
mate more closely to the one which was economically desirable, we had meant to 
apply some simple statistical approaches to set limits to the influence of these 
deviations on the figures for profitability as actually computed; this operation un- 
fortunately got squeezed out in the hurry to produce the Interim Report, and this 
section is concerned to make good the deficiency. Fortunately it shows that the 
quantitative effect of the factors is relatively small. 


On the amount of credit from the parents which should be subtracted from the U.K. 
stake (or net operating assets) to reflect ‘normal trade credit’, we can make a 
reasonable estimate by looking at the figures for the amount of goods supplied by 
the parents to the subsidiaries, whether as ‘input items’ or as goods for re-sale. 
The average amount supplied per year to the fifteen specified countries was £53 
million for input items and £110 million of goods for re-sale. We did not, unfortu- 
nately, make any enquires about the number of months’ credit which should be 
allowed ‘in the ordinary way of business’, but if one takes three months’ credit 
as a rather traditional figure, this gives a total of £41 million; by way of compari- 
son, the average amount of the U.K. stake in the fifteen countries was 

£989 million, and the average amount of the net operating assets was £1,281 
million. A correction to subtract the estimate for normal trade credit would thus 
make some difference, but not very much: those who know more about the subject 
can make a deduction on the basis of any other number of months’ credit which 
seems to them more appropriate. 


On the other side, the total of amounts due from the parent to the overseas sub- 
Sidiaries etc. in the fifteen countries was some £26 million. A very little of this 
might be regarded as ‘normal trade credit’ from the subsidiary to the parents, in 
respect of materials sold to the parent: we can however get an extreme view of 
the maximum adjustment which might be made on this account by adding the whole 
of the amount due from the parents to our figure for the capital used by the sub- 
sidiaries — and so largely offsetting the other item. 


D. Replacement Cost and Stock Appreciation 


For the most part, the Interim Report had to work on the basis of ordinary account- 
ing conventions, under which no allowance is made for the fact that the value of 
money has been gradually declining during the post-war period. The resultant fig- 
ures had of course the virtue of being on a familiar basis, and so readily compar- 
able with other series of ‘accounting’ profits: but they nevertheless exaggerated 
the profitability of overseas investment in three ways, in comparison with what 

an economist regards as ‘true’ profitability, and it is important to get the issues 
straight. The matter was discussed on pages 53—5 of the Interim Report, which 
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made clear why it is necessary to calculate ‘true’ profitability on the basis of re- 
placement cost, and described our tentative attempt to calculate this for the sample 
as a whole. Various commentators have, however, objected to the use of such fig- 
ures (sometimes, apparently, without studying the explanatory passage), and at 

the risk of some repetition it seems useful to go over the ground afresh. 


First, then, the three main reasons why conventional profits exaggerate true 
profitability:— 


(a) First, the value of the fixed capital assets which are used in earning the 
profits is expressed at historical cost, and so the depreciation charge, as 
conventionally calculated, is too low: the sum of such depreciation charges 
over the life of a machine will not pay for its replacement when it is scrap- 
ped. Hence the profits, net of depreciation, are too high. 


This point is not ‘a mere matter of academic theory’: under such circum- 
stances many eminently practical businessmen revalue their fixed assets 
from time to time, so as to make their depreciation charges more realistic. 

In part this serves as a defence against shareholders who would expect 

the exaggerated profits to be reflected in bigger dividends; but the business- 
men also do not tire of urging on governments that it is these increased 
charges which should be taken into account in arriving at profits for taxation 
purposes or for fixing prices. 


(b) Secondly, the profits are exaggerated if—as is usually the case —they are 
calculated by adding the cost of the closing stock to sales and subtracting 
the cost of the opening stock, (except where the market value happens, des- 
pite the generally rising trend of prices, to be lower than cost). If prices of 
the items stocked are on the whole rising, this creates an ‘inventory profit’ 
from the increasing value attached to stocks of essentially the same size and 
character. ; 


Here again this is not simply a matter of academic theory. Various devices 

are adopted by businessmen to cope with the situation, some of which are re- 

flected in the basic accountancy figure shown for profits, but most of which 

represent an allocation of profit to a ‘stock reserve’ of some kind. In the 

main, therefore, these efforts are not as helpful to the economic statistician 
-as those of the companies which revalue their fixed assets, since the latter 
‘do bring the reported profit figures nearer to the desired basis. 


Once again, the inclusion of ‘so-called inventory profits’ (alias ‘stock ap- 
preciation’) in accounting figures is a point of which thoroughly legitimate 
use is made by businessmen and their advisers when it is a matter of 
arguing about price-fixing or taxation. 


(c) Thirdly, when the profits have been calculated they have to be related to the 
value of the assets, and in the latter figure the fixed assets are usually under- 
stated, because they are valued on the basis of historical cost. The danger 
of regarding this as the proper procedure can be seen most easily with the 
aid of an admittedly extreme historical example. A German trader in 1923 who 
said on this basis that he had secured a profit — even after making adjustments 
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under both (a) and (b) — of ten million per cent on his capital would have 
been making a historically accurate statement (given the definitions); but it 
would not have been very helpful as a guide to the profitability of that type 
of investment. Similarly, if the U.K. wishes to compare ‘what it gets back’ 
with ‘what it put in’, both figures should be expressed in terms of money of 
broadly similar purchasing power. 


Treatment in the Interim Report 


In the Interim Report the figures were, as stated above, mainly given on the basis 
on which they were collected, with no adjustments to allow for changes in the 
value of money. So long as one realises that the figures are exaggerated in this 
way — and perhaps compares them with others which are subject to a roughly simi- 
lar amount of exaggeration —such figures are, of course, a great deal better than 
nothing; they also serve a useful purpose for cases where the money for the over- 
seas investment has been borrowed abroad (as opposed to obtaining it by an issue 
of equity shares), since then the repayment will be fixed in money terms, and 
money serves as the basic yardstick. 


As explained on pages 53—5, however, we did make a rough adjustment for the 
sample as a whole, to allow for the under-valuation of fixed assets (points (a) 
and (c) above). Since we hoped to do something better in the Final Report, the 
treatment was not explained in detail; but in fact we have not been able to im- 
prove on that tentative approach. A little further explanation seems necessary 
therefore, which can now be related to the final set of figures used in this Re- 
port. As the basic data which we used (giving a revaluation on the basis of 
written down replacement cost) all in fact related to subsidiaries of manufactur- 
ing companies, we have applied the procedure to the total for that group rather 
than to the whole sample: there are obvious statistical difficulties in applying 
the concept to mines and plantations. 


In view of the limited amount of data, the simplest approach was used, under 
which it was assumed that the replacement cost of fixed assets was the same 
percentage above the book cost for each of the nine years used in the calculation, 
and for this purpose we used the average of the two years for which we have fig- 
ures. The book value of the fixed assets for each year (and hence the average 
for the nine years) was converted to replacement cost by adding 21.5 per cent, 
and the same was also done to the figure for depreciation. The figures for cur- 
rent assets were left unchanged. 


In this way, the average figure for net operating assets was increased from £1,343 
million to £1,489 million, and the figure for pre-tax profits after depreciation was 
reduced from £192 million to £176 million. It should be noted that in each case 
the figures for each year are expressed on the basis of that year’s replacement 
cost; we did not attempt to convert the figures to a constant price basis, since 
we had collected no information of that kind. 


As a result of the above adjustment, the average rate of pre-tax profits as a per- 
centage of net operating assets was reduced from 14.3 per cent to 11.8 per cent. 
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Inventory Profits 


{t was pointed out on page 54 of the Interim Report that we had made no attempt 

to eliminate the inventory profits so that the figures for profitability which we cal- 
culated are in that respect comparable with the crude figures derived from accounts 
for companies operating in the U.K. We have not attempted to collect any data 
specifically for this purpose—a point on which we are probably at fault, although 
it would have imposed a considerable strain on the reporting companies if we had 
tried to collect such data from them. Nevertheless, it is important to know the 
order of magnitude of the sums involved. 


One can get a rough idea of this figure by starting from the average value of 
stocks and work in progress held by the subsidiaries of manufacturing companies 
over the nine years from end-1955 to end-1963, which was £654 million. If one 
argues by analogy with conditions in the U.K. —as has some plausibility, since 
the accounts are expressed in sterling —one could say that the average amount 
of stock appreciation recorded in the National Income Blue Book (Table 71) for 
all traders, taken over the years 1956-64, was £165 million, which is equal to 
1.72 per cent on the book value of the average stock at the end of the nine years 
1955-63. This percentage is, in any case, a fairly reasonable one to take as 
indicating the order of magnitude of the price-rise, and it implies that stock 
appreciation would have averaged about £11 million a year for our sample. 


If we subtract this £11 million from the figure of £176 million found above as the 
profits of the manufacturing subsidiaries after adjusting the depreciation allow- 
ance, we have a net figure of £165 million as the average profit on the basis of 
replacement cost and after subtracting stock appreciation. 


This gives an average rate of profit on net operating assets of 11.1 per cent be- 
fore tax, or 5.3 per cent after tax. 


Te see the post-tax profits attributable to the U.K. stake, we have to recognise 
that the amounts paid out as interest and dividends are a historical fact, which is 
not altered by a recalculation of profits, and so are the amounts paid to the over- 
seas goverment as taxation: the whole burden of the adjustments has to fall on 
undistributed profits, including those attributable to minority shareholders. A 
certain amount of estimation was needed to do the apportionment, but the average 
profit attributable to the U.K. stake (whether distributed or not) emerges as £63 
million per year. 


The value of the U.K. stake needs to be written up to take account of the revalu- 
ation of fixed assets, and for the average of the nine end-years 1955—63 it becomes 
£1,145 million. 


On the basis of replacement cost, therefore, and after deducting stock appreci- 
ation, the average post-tax rate of profit on U.K. stake was 5.5 per cent. 


E. The Notional Financing Charge 


As we have explained in various places in this report, the logic of our model im- 
plies that an average increase in net operating assets overseas of £100 is 
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financed to the extent of £89 by additional (net) external obligations of one kind 
or another; and the servicing of these obligations is a factor of which account 
must be taken in assessing the effect on the balance of payments caused by over- 
seas investment. On page 237 we explained why it is necessary to employ a 
financing charge. Perhaps it is worth repeating, however, that our procedure does 
not, as some critics have suggested, ‘attribute’ balance of payments deficits to 
overseas direct investment. Even for a country with a persistent surplus on its 
balance of payments it would be right to allow for a financing charge, since such 
a country would still have alternative uses for the funds. 


When discussing the matter on page 102 of the Interim Report, we hesitated to 
select a single rate of interest to cover the mixture of financial obligations making 
up the £89 (to take the figure used in this chapter). On page 127 of the Interim Re- 
port, however, for the purposes of the ‘over-simplified calculation’, we adopted a 
rate of 444 per cent, based essentially on the average yield on U.K. Treasury 

Bills over the period of our study and therefore relevant to overseas holdings of 
sterling. In this section we give some consideration to the composition of the 

£89 and so to the reasonableness of the 4% per cent. The discussion relates to 
the period of our study — when on average interest rates were a good deal lower 
than they have been subsequently — and is necessarily based on rather limited 
information. 


The data collected on our forms enable us to say something about outside 

finance raised by the companies in our sample themselves. We have explained 
already that sources outside the group — minority interests and non-current lia- 
bilities — accounted for 40 per cent of the financing of the increase in assets 

under U.K. control. This is not quite the same thing as saying that 40 per cent of 
the financing was secured by raising funds abroad, but the discrepancies are small 
and at least partially off-setting. The funds raised in this way do, of course, in- 
clude that part of the undistributed profits of the overseas subsidiaries which was 
attributable to outside shareholders. 


The post-tax rate of return to minority holdings and the interest paid on non-current 
liabilities have been given in Table XVIII.2, and averaged 9.0 per cent and 3.9 

per cent respectively: the latter figure is really an under-estimate, for reasons ex- 
plained in conjunction with the table. As these two sources of outside finance 

are of approximately equal quantitative importance, the average rate of return on 
the two together comes to 64 per cent, after deducting overseas tax where applic- 
able; this must be considered a minimum figure. 


We now move away from the realm of the individual companies to a more general 
consideration of the external liabilities of the nation as a whole. We have seen 
that in the average case an increase in net operating assets of £100 required 
extemal financing of £89, and that of this the companies undertaking the invest- 
ment arranged about £40 themselves. It follows that some £49 remained as an 
addition to the general financing problem of the U.K. We cannot, in the nature 
of the case, say how the £49 would have been composed, since monetary move- 
ments in the balance of payments cannot be identified with particular items in 


the other accounts; all that is possible is to consider the various elements 
that would have made a contribution. 
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Sterling holdings have already been mentioned; so far as this important item is 
concerned we continue to believe that the appropriate rate of interest is about 4% 


per cent. It is true that a small minority of holders might have had to pay U.K. 
tax on the interest received, but, offsetting this, some holdings would have been 
in longer-term securities yielding a higher return than Treasury Bills. 


Interest payable on additional borrowing from the I.M.F. varies according to how 
much has been borrowed already and the length of time taken to pay back the 
money. A typical rate for our period would be between 2 and 2% per cent: for 
example, the average effective rate of charge levied by the Fund on its holdings 
of a member’s currency in excess of that country’s quota would be 2 per cent for 
a holding of up to 100 per cent of quota for 1 year, or 2% per cent for a holding 
of up to SO per cent of quota for 3 years. 


Another factor that is relevant is the rate of return foregone by reducing our aver- 
age holding of portfolio investments: at times the operation of the investment 
dollar market ensured that a part of direct investment was more or less directly 
financed by such disinvestment, but in any case one can argue that permission 
to increase dollar holdings would have been granted more freely if the outflow 

in direct investment had been smaller. To throw some light on this we calculated 
the average return to be had by investing a constant amount in each year of our 
period in a representative collection’ of U.S. stocks. The average return by way 
of dividends was 4% per cent, from which withholding tax must be subtracted, 
leaving 3% per cent; the inclusion of capital appreciation however raised the 
figure to some 13 per cent, and this is highly relevant for comparisons which 
start from ‘combined returns’ from direct investment, which include capital 
appreciation. 


These data are obviously fragmentary and not very satisfactory, but it seems 

to us clear that if one is seeking a conventional rate of interest, excluding 
capital appreciation, the answer over the whole £89 should be at least 5 per 
cent. Thus we have a rate of at least 6% per cent on the £40 of ‘company’ 
finance, and on the £49 of ‘national’ finance the rate can hardly be less than 

4 per cent, in view of the great importance of the sterling balances: the weighted 
average of these minimum figures is rather over 5 per cent. 


We are seeking, however, a figure to set against the ‘real’ profit figure of 5.3 per 
cent established on page 275 above, which was calculated on the basis of re- 
placement costs and after eliminating inventory profits. These adjustments are 
designed to ensure that the real value of the assets is maintained, and part of 
the conventional profits figure is subtracted to provide for that: we must clearly. 
adopt similar principles in respect of the payments on our foreign obligations, 
and in a period of rising prices this means that part of the income payable on 
them should be subtracted, as an off-set to the reduction in the ‘real’ value of the 
‘capital liability. 


The logical principles needed to make such an adjustment for a mixed bag of ex- 
ternal claims are far from clear, but after trying various approaches I concluded 


1 The 200 stocks covered by Moody’s composite index of share prices. 


27% 


that the most reasonable round figure to use is 3 per cent — and in ihese matters 
we can only hope to deal in orders of magnitude. 


F. The Over-simplified Calculation 


In the previous sections we have arrived at a lower figure than was used in the 
Interim Report both for true profits and for the financing charge: clearly one 
wants to know what this implies for the net continuing gain to the balance of 
payments on current account, which was calculated on page 127 of the Interim 
Report. Since the changes on both sides reflect a more complete allowance for 
changes in the value of money, it is not surprising to find that the net gain is 
little affected: in terms of round figures indeed — which are all that are legitimate 
—it remains unchanged at £4 per annum. 


In the Interim Report this total was arrived at as the sum of three items, which 
may be conveniently described here in reverse order. One represented the addi- 
tional exports of goods and services obtained as a result of the overseas sub- 
sidiaries having an extra £100 of net operating assets; the second took the (small) 
part of these assets which had effectively been supplied by the U.K., and gave 

a figure for the profit earned on that amount, plus the reduction in U.K. imports re- 
sulting from the fact that a lower level of capital in the U.K. would mean lower 
production and so less imported materials; and the third took the capital which 
had been secured in one way or another overseas, and gave the difference be- 
tween the profits earned on that sum and the external financing charge payable in 
respect of it. 


This is an analytically logical way of arriving at the figure, but experience in ex- 
plaining it has suggested that the procedure would be easier to follow if the treat- 
ment were revised, so as to start with the profits on the whole £100 earned abroad, 
then to subtract the financing charge on that part of it which is raised externally, 
and finally to have a combined ‘trade’ item to cover the additional exports of 
goods and services plus the small item for reduced imports of materials caused by 
a lower level of production in the U.K. 


On this basis, and using the revised figures for subsidiaries of manufacturing 
companies, we can show the gain to the current account of the balance of pay- 
ments as made up of two positive items and one negative one, as follows:— 


(a) Profits eared (after deduction of overseas taxes) on £100 of additional net 
operating assets in the overseas subsidiaries about £5% 


(b) Subtract the external financing charge on £89 of additional external obliga- 
tions, amounting to about £2% 


(c) Add additional exports of goods and services, plus the reduction in U.K. 
imports resulting from the fact that production in the U.K. is rather lower 


about £14 


We should perhaps repeat the cautionary note given on page 127; the third com- 
ponent would become very small if one changed the basic assumption about what 
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would happen to production overseas, if it were not done by U.K. subsidiaries, 
from ‘100 per cent substitution by non-U.K. companies’ to ‘90 per cent sub- 
stitution’. The reasons behind this statement are explained on pages 110-11 of 
the Interim Report. 


It is useful to produce a companion set of figures for the continuing effect on the 
current account of the balance of payments, relating to an increase of £100 in 
U.K. stake — for which we assume that the amount of outside finance accompany- 
ing the £100 will be the same as in 1955—64 (as shown in Table XVIII.1 on 
page 236). 


In round figures this picture may be set out as follows:- 


(a) Post-tax return on £100 of U.K. stake £5 
(b) External financing charge on £82 of 
‘national’ external obligations a) 
(c) Trade effects £2 to 2% 
Total in round figures, about £6 


Two technical points need to be noted in connection with the above:- 


(i) As the overseas subsidiaries are now envisaged as having a bigger expansion 
the amount of the ‘initial effect’ on U.K. exports is raised to £18: we there- 
fore get this as the amount of capital effectively supplied from the U.K., and 
also as the reduction in the internal stock of assets. 


(ii) The amounts actually payable to oversea capitalists on the debentures or 
minority shares issued by the subsidiaries have already been subtracted from 
the subsidiaries’ profits in arriving at the return attributable to the U.K. stake; 
consequently the external financing charge on the £82 in item (b) has to be 
calculated at a rate corresponding with the ‘national’ rate described in 
section E, above, which is lower than the over-all average of 3 per cent used 
for the ‘operating assets’ computation. 


G. Services 


There has been a certain amount of misunderstanding about the treatment in the 
Interim Report of exports of services, and to some extent we are to blame for not 
making our presentation sufficiently clear. In particular, some readers have 
imagined that one or two of the figures given were more comprehensive than they 
in fact were. 


For freights and management services our procedure is explained in Chapter XII 
and Appendix E, and we have little to add, except to say that rough as the 
methods used were we have not been able to improve upon the figures. For 
licence fees we now have a check on the results given by the rule-of-thumb 
approach outlined in Appendix E, since the returns received on Form 3 — des- 
cribed in Appendix J — gave direct information from companies on the subject. 
The new material lends support, at least in total, to the earlier results, although 
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we have revised the figures for some individual industries quite Sienna 
This topic is discussed in Part V. 


Our figures for the three foregoing items can be regarded as being comprehensive 
and we doubt whether further research would lead to significant changes, at least 
for the sample as a whole. The fact that they have attracted little criticism or 
comment encourages us to feel that they are not seriously wide of the mark, but 
we should perhaps repeat the statement made on page 114 of the Interim Report 
that the figure for the net gain may have an upward bias. 


In Tables XII.4 and E.3 we gave a column for other services, and surprise has 
been expressed at the smallness of the figures. These figures were qualified as 
being ‘so far as we have assessed them’ and described in the text as incomplete, 
but we should have emphasised more strongly that they were not based on a 
thorough-going survey of subsidiaries’ buying habits in the way that figures for 
exports of goods were. The ‘other services’ appearing in the tables were com- 
posed of a few rather special items arising from particular companies’ types of 
business. 


Why was this procedure followed, what was excluded from the picture, and how 
serious were the omissions? Before answering these questions it is necessary 
to consider again briefly both the nature of the information we were able to 
collect from companies and the philosophy underlying our approach. At the pilot 
stage of the enquiry it became clear that it was going to be extremely difficult 
for many companies to provide a ten-year record of subsidiaries’ purchases of 
goods from the U.K. — even though in many cases the great bulk of them came 
from the parent company; to do the corresponding job for services would often 
have been impossible. But the compilation of the ten-year record was required 
primarily as a benchmark against which to work out ‘effects’, i.e. the difference 
between actual purchases and those to be expected in the alternative position — 
and two considerations pointed to these effects being small for services as com- 
pared with goods. First, for the sample as a whole, the actual flows of services 
would be small compared with the flows of goods; secondly, the U.K. is an ex- 
tremely important international supplier of services, and would be very likely to 
retain much of the business in services in the ‘alternative position’. Information 
on services was thus not asked for as part of our general approach to companies. 


Broadly two kinds of U.K. services appear to have been left out of the tables on 
services referred to above. The first variety consists of insurance and other 
financial services, which would probably have been purchased by a large propor- 
tion of all the overseas subsidiaries in the sample. The second is a mixed bag 

of miscellaneous items arising essentially from the employment of U.K. expatriate 
staff, in cases where an alternative producer might have employed people of a 


different nationality; it appears to have been quantitatively important only ina 
small minority of cases. 


So far as insurance is concerned the point mentioned above — i.e. that the U.K. 
is an extremely important international supplier of financial services — seemed 
to us to carry a good deal of weight. Moreover, as was mentioned on page 113 of 
the Interim Report, the relevant measure of the size of insurance business is 
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premiums paid Jess claims, with even the remaining ‘service element’ having an 
import component. All in all, although there can be no doubt that British owner- 
ship of overseas assets has a positive effect on ‘exports’ of insurance services, 
the effect seemed likely to be small. The same argument applies to banking and 
other financial services. 


Some companies that had subsidiaries with a substantial proportion of expatriate 
U.K. staff claimed that the U.K.’s invisible account benefited in various other 
ways from British ownership of the companies in question. Among the factors 
mentioned were pension contributions to funds organised in the U.K. (the staff in 
question most frequently returning to Britain on retirement), remittances to the 
U.K. for family expenditure, and preference for British air and steamship lines 
for travelling to and fro. For particular subsidiaries the amounts involved would 
have been appreciable in relation to other items, but the number of such sub- 
sidiaries was extremely small. Furthermore, they tended to be sited in recently 
independent Commonwealth countries, for which links with the U.K. are in any 
case very strong, so that U.K. personnel might have been employed in any case. 
For the field as a whole, therefore, we came to the conclusion that the likely 
effects were probably small. 


Thus our total figure for services is incomplete in various respects, but we do 
believe that the quantitative significance of the exclusions — always bearing in 
mind that we are speaking of ‘effects’ — is not very great. Moreover, as we noted 
above, our impression is that the figures for some of the service categories which 
we have included probably have an upward bias, so that we feel unable to express 
a view about the probable direction of any bias in the total. 
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XXII Alternative Attempts to Estimate 
Export Effects 


This chapter reports two attempts to assess the continuing effects of direct 
investment overseas on British exports by methods which were not used in the 
Interim Report. The first was forshadowed in that report, since we collected from 
the respondent companies information in Table V of Form 1, according to which 
the companies divided their production in each overseas country according to the 
types of goods produced, and also recorded their exports to that country for the 
corresponding categories. The analysis of this data proved difficult, and was put 
on one side to appear in the Final Report. 


The second approach is of a quite different character, and might indeed be said to 
be methodologically at the other extreme; instead of breaking down the figures for 
each company by commodity group, as the first approach does, we take the official 
statistics for the aggregate export of manufactures from the U.K. to a number of 
other countries, together with the figures for direct investment in those countries, 
and study the various relationships which can be deduced. As the same procedure 
can be adopted for the United States, we have done that also, so that one can both 
compare the results for their own sake, and also get a general test on the way in 
which the method works. 


Finally, we have added a brief third section about a publication on the effects of 
overseas investment by American manufacturers, which arrived after this chapter 
had been completed. 


A. Use of More Detailed Statistics 


It was decided when the original questionnaire for the study was being drawn up 
that some information should be obtained from companies on their overseas pro- 
duction and their exports from the U.K., classified by commodity (or ‘category 

of goods’). The hope was that more detailed information of this sort would help 


to answer the important question of the effect of a company’s overseas production 
on its export effort in the U.K. 


The questionnaire sheet — Table V — and instructions for collecting this informa- 
tion appear in section B of Form1, which were reproduced in annex 2 of Appendix 
B. Companies were invited to report for each country — of the selected fifteen — 
in which they manufactured at some time during our period: no figures were 
required in cases where a company did not manufacture locally. Thus, Table V 
was not applicable to ventures engaged purely in mining or materials supply. 


The choice of categories of goods was a pragmatic one in that it depended very 
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much on what could be readily provided from existing records. The commonest 
procedure was that three or four principal types of goods were given, comprising 
the bulk of a company’s overseas production. Alongside these were added figures 
for comparable goods exported by the parent company from the U.K. Some 
companies reported ten or twelve categories and others only one or two, but this 
was not necessarily a guide to the homogeneity of categories, which depended 
also on the diversity of the overseas activities covered. A good deal of the in- 
formation reported was usable, but in general the categories are broader than was 
teally desirable. This is undoubtedly a source of weakness in the exercise, but 
the response would have been seriously diminished if we had tried to insist on a 
more elaborate classification of goods. 


In checking to see how far information reported in Table V agreed with that 
reported in the corresponding questions in Table III, two points of some importance 
emerged. Firstly, companies frequently reported considerably larger exports of 
finished manufactures to ‘Country X’ in Table V than their subsidiaries’ 
purchases of goods from the U.K. group for re-sale in the appropriate Table III. 

It was quite common for the former to be several times the latter, indicating that 
many U.K. groups exported substantial quantities of finished goods to countries 
where they had local subsidiaries without sending them through their subsidiaries. 
This need not imply that U.K. companies compete against their overseas subsid- 
iaries in overseas markets: indeed we were frequently assured that this was not 
the case. It does however suggest that the U.K. parent commonly sells in markets 
which are different from those of its subsidiaries, in terms either of products or 
geographical regions. This type of situation presented no difficulty for the 
present exercise provided that a proper distinction had been made between cate- 
gories of goods in Table V, but it did reduce the usefulness of information given 
in rather broad categories, as much inevitably was, and had to be borne in mind 
when attempting to analyse that information. 


Secondly, it emerged that there was an important number of cases in which totals 
of components, semi-manufactures etc. in Table V added up to considerably less 
than purchases of input items from the U.K. group in Table III. Our intention was 
that components etc. should be reported in Table V if they were the sort used as 
inputs by the subsidiaries, but this instruction was not made as clear as it should 
have been, and was difficult to interpret in a number of cases; as a result the 
Table V information on components etc. is defective on this account in possibly 
one-fifth of cases. 


Comparison with Published Statistics 


One approach to the analysis of Table V information consisted of seeing whether 
anything could be leamed by combining it with published statistics of production 
and trade. A pilot exercise was done for three of the most homogeneous categories 
for which we had good returns — flat glass, rubber tyres and cotton sewing thread 
— the object being to calculate the U.K. group’s share of total imports bought by 
Country X and its share of local production in Country X for each of a run of-ten 
years. In the case of the first two commodities we had only one manufacturer for 
each item, but in the second there were two manufacturers — one of whom, how- 
ever, produced in relatively few countries. 
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The greatest difficulty in this type of exercise comes from the lack of usable 
production figures in many overseas countries. We accordingly concentrated on 
the three which seemed to have the best statistics — U.S.A., Canada and 
Australia — but even for these there were some serious problems in matching 


categories of goods, etc. 


It would, of course, have been rather fortunate if an exercise confined to three 
countries had yielded any very clear-cut results. In fact no consistent picture 
emerged for any one of the three commodities, although the shares of local pro- 
duction displayed large differences between the countries and years, and could 
therefore be expected to have some perceptible effect on exports, had the real 
relationship been at all a powerful one. The picture turned out to be very vari- 
able, whether we studied the tendency for the U.K. group’s exports to be a ‘high’ 
fraction of the country’s imports in countries in which its share of local pro- 
duction was high (or low), or whether we attempted to work with historical 
developments through time. 


Even if the results of the experiment had been more promising, however, the task 
of extracting appropriate published figures on the scale necessary to establish a 
conclusion would have seriously overstretched our resources, and for that reason 
the exercise was abandoned.' Moreover, it seemed likely that we could achieve 
an equally useful result in a much briefer exercise by working with aggregates of 
U.K. overseas investment and trade for a large number of countries, and this is 
what was done, as will be described in section B of this chapter. 


Summary of the Historical Record 


We were nevertheless reluctant to make no use whatsoever of the data made 
available (with considerable efforts by companies) in Table V, and indeed it 
seemed that the data might, if suitably summarised, shed some light on the 
estimates of the effect of local production on U.K. exports reached independently 
by other methods (see Appendix E). The figures moreover, are interesting as a 
detailed record of ‘what actually happened’. We accordingly summarised the in- 
formation in a variety of different ways and employed a number of simple statisti- 
cal devices to see whether anything positive could be learned: it is sufficient to 
say here that the results consistently refused to establish any firm relationship 
connecting U.K. exports with associated local production, owing to the existence 
of powerful third forces which we could not allow for properly in the analysis. 

We shall confine ourselves here to presenting one or two of the more interesting 
tables of figures and mentioning their salient features. 


The upper portion of Table XXII.1 is essentially a cross-classification of 227 
usable ‘cases’ derived from Table V. A ‘case’ refers to a category of goods 


reported by a particular company for a particular country, the report covering a 
period of ten years (usually 1955-64). Thus a case might refer, for example, to 
I.C.I. selling plastics in Australia, and would consist of ten years’ local 


1 Some idea of the magnitude of the task can be obtained from examining the 
work of Hufbauer and Adler, described later in this chapter. 
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Table XXII.1. Share of U.K. finished exports in local market® 


(number of cases?) 


Average 0 
1955 —7 - 


— 0to4.9 5 to 19.9 20 to 59.9 60 to 99.9 100 | Total 
7% 
O- 4.9 76 17 11 1 8 | 113 
5 - 19.9 10 15 5 4 16 50 
20 — 59.9 5 3 13 12 12 45 
60 — 99.9 6 - 3 4 5 18 
100 < an 1 ES S 1 
Total 97° 35 33 21 41 227. 
= =, 
£ million 
Exports of finished pee 
goods: 
Average 1955-7 4 8 13 29 16 69 
Average 1962-4 8 6 12 16 14 56 
Local production: 
Average 1955-7 513 66 18 8 0 605 
Average 1962-4 814 104 42 Pal 69 |1,056 
Change in exports® %| +52 — 36 -3 —79 —27 —23 


Change in local 
00 43 
production® (%) + 37 +37 +56 +72 tT + 


Notes: Figures derived from data in Table V. 


a Local market equals a group’s exports of finished goods from the U.K. 
to Country X plus its local production in Country X. 


b Acase represents one category of goods reported by a particular U.K. 
group for a particular country. 


c Change in exports, 1962-4 less 1955-7, as per cent of exports 1962-4. 


d Change in local production, 1962-4 less 1955-7, as per cent of local 
production 1962-4. 


e Includes 13 cases where the local market was zero in 1955-7. 
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production by I.C.I. alongside ten years’ exports of plastics by I.C.I. from the 
U.K. Initially we started with about 350 potential cases but a large number were 
discarded because the data proved to be defective for one reason or another. 


The 227 usable cases are classified by the share of U.K. exports in the company’s 
‘local market’ in the first three years of the ten-year period (reading across the 
table), and in the last three years (reading down). By using averages for three 
years it was possible to reduce the influence of freak figures — a step which was 
very necessary in this exercise. It should be noted that ‘local market’ here is 
defined as local production by the company’s subsidiaries in Country X plus its 
exports of finished goods from the U.K., production being valued at local selling 
prices and exports at U.K. f.o.b. prices. The figure is consequently something of 
a hybrid, but nevertheless good enough for our purposes. It should further be 
noted that, in making the classification, U.K. exports of semi-manufactures, 
components, etc. were excluded. Thus the classification turns on the share of 
U.K. exports of finished goods in the group’s local market, and any conclusions 
drawn from it relate only to finished goods. 


Values of local production and finished exports are given in the lower part of the 
table. The 227 cases represented a combined local market for parents’ finished 
goods of some £674 million in 1955-7; by 1962-4 this had grown to £1,112 million. 
Local production accounted for some 90 per cent of the local market in 1955-7 and 
rose to 95 per cent in 1962-4, the figures reflecting the enormous importance of 
local production relative to exports in the overseas markets of U.K. groups. A 
comparison of local production here with the annual average for all manufacturing 
subsidiaries (Table VI.2) suggests that Table XXII.1 accounts for about 57 per 
cent of the sample total. 


U.K. exports of finished goods for re-sale by the subsidiaries in the 227 cases 
fell from some £69 million at the commencement of the period to £56 million at the 
end. The reduction was not wholly off-set by the increase in exports of semi- 
manufactures (not shown in the table) from about £12 million to about £17% 
million, with the result that exports of both types combined fell from £80% million 
to £73 million, i.e. from about 12 per cent of local market in 1955-7 to about 

6% per cent in 1962-4. The understatement of semi-manufactures in Table V 
probably leads to an overstatement of the true fall in this proportion. 


The movements in the aggregate figures given in Table XXII.1 are quite con- 
sistent with the conclusions of our exercise using the alternative position — 
namely, that local production tends to reduce finished exports by a fraction of 
itself in the average case. They are, however, consistent with any number of 
other hypotheses. Thus it might be argued by those who are inclined to view the 
effects of overseas investment with particular favour that U.K. exports would 
have declined anyway in the cases shown owing, say, to an intensification of 
competition from foreign sources of supply or to discriminatory restrictions 
imposed by the local government. The fact that U.K. exports declined in agegre- 
gate while production (and local market) increased clearly proves nothing, and 
one has to look at cases in more detail if anything further is to be learned. 


Even at the start of the period (1955-7), U.K. exports of finished goods were 


286 


already a small proportion of the local market (less than 10 per cent) in about 
one-half of the 227 cases.' The numbers tail off in the ‘higher’ class intervals 
until ‘100%’ is reached, where over one-sixth of cases are found. The latter are 
cases where local production was commenced during the period, and for that 
reason are of particular interest to us. They accounted for about one-quarter of 
U.K. exports of finished goods at the start of the period. 


Of the 41, 36 showed a ‘major’ fall in the share of finished exports (from 100 per 
cent to less than 60 per cent of the local market), the median fall being to about 
17 per cent. The outcome was broadly similar in the other 21 cases in which 
finished exports started off by supplying over 60 per cent of the local market: all 
but one of these showed some decline in the export share, and in most cases the 
decline was large. Moreover, the value of exports in these 62 cases fell markedly 
(from £45 million to £30 million), while the local market more than doubled. 


Is it possible as a general statement to say that in the cases where U.K. finished 
exports started off by meeting more than a small proportion of the local market, 
their share had almost always fallen by the end of the period, and in most cases 
markedly ? The answer is — broadly, yes, with the qualification that the share of 
finished exports rose in a few of those cases. More precisely, of the 114 cases 
in which finished exports started off by supplying at least 10 per cent of the local 
market, 101 (89 per cent) showed some reduction in export share and 13 showed a 
rise (mostly modest). In nearly three-quarters of those showing a reduction, the 
difference in percentage shares exceeded 20 points. 


In summary so far, therefore, we can say that in the great majority of cases where 
local production was not already supplying virtually all the local market at the 
start of the period, and in which there was therefore some scope for reduction in 
the share of finished exports, that share did fall, and it usually fell by a wide 
margin; exports in these cases considered together also fell in absolute terms, 
although the local market was growing rapidly. 


What of cases where local production started by meeting the whole or the great 
bulk (say over 90 per cent) of the local market? There were 100 of these, not 
counting the 13 cases in which the local market was zero or negligible at the 
start of the period. Of these 100, 81 were cases in which the export share either 
fell, or remained less than 5 per cent of the local market. What of the remaining 
19 cases in which exports rose from being less to being more than 5 per cent of 
local market? They are with one or two exceptions cases where the local market 
was extremely small, either at the beginning or end of the period, or throughout. 
In other words, even in cases where exports of finished goods initially supplied 
none or a small part of the local market, there are very few genuine cases indeed 
-in which exports increase their share of the market to a perceptible extent. 


Interpretation of the Results 


There consequently seems to be a very clear general indication when examining 
behaviour in individual cases that local production tends to ‘replace’ U.K. exports 


1 Note that the category showing ‘0 to 4.9%’ as a starting point for U.K. finished 
exports includes thirteen in which the local market was initially zero, i.e. 
neither local production nor U.K. exports had yet appeared in these cases. 


287 


of finished goods — in the purely statistical sense that the share of local pro- 
duction almost always increases appreciably in cases where it has scope to 
increase. In only a small number of cases does the share of finished exports 
increase and these are of little quantitative importance. We must emphasise, 
however, that these results still do not necessarily imply an inverse causal 
relationship between local production and finished exports — although they are 
perfectly consistent with one. The difficulty is that we simply do not know from 
Table V what would have happened to the local market if local production had not 
expanded. It would be quite wrong to assume as a general rule that the growth of 
local market would have been unaffected, thereby implying an enormous adverse 
effect of local production on finished exports: it would be equally groundless to 
assume in general that the local market would have remained at its initial level 
or fallen, thereby implying that local production has no adverse effect on finished 
exports. We are as far from assessing the exact nature of the relationship as ever. 


Table XXII.2. Rate of growth of local production and initial share of U.K. 
finished exports in local market ® 


(number of cases) P 


Rate of growth of 


focal production’ Share of U.K. exports in local market 1955-7 (%) 


7o 0 to 4.9 5 to 19.9 20 to 59.9 60 to 99.9 100 
Fall of 50 or more 8 4 4 sis = 
—49.9 to —20 5 = al 2) is 
-19.9 to -0.1 1 2 1 = = 
0 - 19.9 16 4 1 = ms 
20 — 39.9 21 9 7. 3 - 
40 — 59.9 21 8 5 5 - 
60 — 79.9 9 4 . 7 = 
80 — 99.9 4 8 6 
100 13 - _ = 41 
Total 97 35 33 21 a1 
Median rate of growth 
of production (%) +37 +37 +56 +72 +100| +43 


Notes: a, b, see Table XXII.1. = 


c Change in local production, 1962-4 less 1955-7, as per cent of 
local production 1962-4. 


If it could be shown, however, that there is a fairly close (inverse) association 
between U.K. exports and local production, using the fairly large number of cases 
at our disposal, this would lend some support to our ‘alternative position’ 
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argument. It was clearly necessary to investigate this relationship in detail, and 
we attempted to do so in a number of ways. Before dealing with these, attention 
is drawn to Table XXII.2, which presents the main information on changes in 
focal production. The 227 cases are again classified (reading across the table) 
by the share of U.K. finished exports in local market at the start of the period, 
out the vertical classification this time refers to the rate of growth of local pro- 
duction, defined as the change between 1955-7 and 1962-4 divided by the level 
in 1962-4, and expressed as a percentage. Vhus there are 54 cases in which the 
tate of growth was 100 per cent according to this measure, comprising 13 cases 
where the local market was initially zero and 41 cases where exports initially 
supplied the entire local market. 


By combining the figures of this table with those of the earlier one we can 
illustrate an important characteristic of the information in Table V. The relevant 
Summary measures are set out in Table XXII.3. 


Table XXII.3. Changes in the share of local market met by U.K. exports of 
finished goods and rate of growth of local production 


Share of finished exports in local market, 1955-7 
Item 7o 
5- 19.9 20-59.9 60 — 99.9 100 = Total 


Median ‘share’ 


(a) 1955-7 11 41 76 100 58 
(b) 1962-4 5 23 38 17 14 
Change in ‘shares’ 

(i.e. (b) — (a)) —§ —18 — 38 — 83 -44 
Median rate of increase 37 56 79 100 70 
of local production 

Number of cases a5 33 21 41 130 


Definitions as for Tables XXII.1 and 2 


This table relates to the 130 cases in which U.K. finished exports initially 
supplied 5 per cent or more of the local market. These are grouped into four main 
classes in ascending order of initial U.K. share. In each class, the median share 
of finished exports was computed for the start and finish of the period, and the 
change in shares is arrived at by subtraction as shown. If this change is 
compared with the rate of increase of local production, class by class, it is 
easily seen that there is a clear negative association between the rate of growth 
of local production and the change in export share; and between the latter and the 
initial share of exports in the market. One explanation is not far to seek: it is 
that, in the nature of the information, local production is likely to grow faster 
where its own share is initially low, for it is starting from a low base; while the 
share of exports is likely to decline most appreciably in those very cases, for it 


289 


has most scope for decline. Obviously much of the association between the 
reduction in export share and the growth of local production in the table is deter- 
mined by the nature of the information used, and care had to be taken in the cor- 
relation of local production and exports to exclude this influence if possible. 


The principal device used in the correlation analysis was the simple one of 
choosing likely industries and countries, and plotting the relevant cases ona 
series of scatter diagrams, on which one variable was finished exports in some 
form, and the other, local production. Several versions of the approach were tried, 
including attempts to correlate proportionate changes in the variables as well as 
absolute changes,’ and various refinements to the data were introduced 
experimentally. 


Although in some versions the resulting scatter of points clearly indicated a 
negative relationship of some sort, there was no tendency for the points to lie on 
a straight line or curve, and any attempt to fit regression lines and calculate cor- 
relation coefficients would have been superfluous. 


Undoubtedly one reason why this and other approaches to the analysis of Table V 
data were unrevealing was because, in comparing absolute changes, they failed 
to allow fully for the influences of ‘built-in’ changes in the variables, due to the 
normal growth of markets and associated factors. Local production is typically 
very much larger than exports in situations where it is fairly well established at 
the beginning of the period, and the normal tendency of production to grow at 
some steady rate frequently swamped accompanying changes in exports by an 
enormous margin, particularly where exports were small to start with. 


Undoubtedly, the analysis also failed because the true relation between local 
production and exports is a rather weak one compared with other more powerful 
(and possibly erratic) influences affecting U.K. export performance. We were 
reluctantly obliged to conclude that these ‘other’ forces affecting exports were 
too powerful for this type of investigation, and that any further attempt along the 
above lines to uncover the true relationship between U.K. finished exports and 
local production would not be likely to be fruitful. 


1 One hypothesis was simply: 
Ax = atp +e 


where x is U.K. finished exports, p is local production, a is the ‘effect’ of 
local production on finished exports (assumed negative) and e is the residual. 
Alternatives were: 


Ax 


=k+b—-+e 
x p 

or AY enews, 
p Pp. 


where, in addition to the terms described already, k and | are constants 
representing ‘built-in’ changes in exports and b describes the ‘elasticity’ of 


U.K. finished exports in response to a change in local production, its value 
again being assumed negative. 
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Conclusions 


There is little to be gained from narrating further attempts made along these and 
other lines to establish a precise relationship between local production and 
finished exports. The most we can say with absolute confidence about the 
investigation of the material in Table V is that, after being subjected to intensive 
analysis, the data remained entirely consistent with our findings elsewhere in the 
report. More tentatively, we are inclined to think that the extremely loose negative 
association between the two when plotted as variables for a large number of cases 
does lend some support to our conclusion reached via our direct approach — that 
local production tends to have a negative effect on U.K. finished exports, other 
things being equal. Nevertheless, while this may be true as far as the direction 
of effect is concerned, we have to conclude that by rigorous standards the present 
analysis did not yield any definite confirmation of the size of those effects. 


B. inter-country Comparisons of Changes in Exports 


We turn now to the second alternative approach, using official statistics for 
aggregate exports of manufactures from the U.K. to each of a list of countries. 
Put briefly, the basic idea was to see whether there is any general tendency for 
U.K. exports to ‘do well’ (or badly) in countries in which British direct invest- 
ment was ‘high’, and if so to measure the connection between the height of the 
investment and the performance of British exports. The problem was to convert 
this general idea into a mathematically formulated hypothesis, and then to apply 
the necessary statistics. 


Nature of the Statistical Approach 


The method adopted was in fact a simple one. We have statistics of direct 
investment for the period from 1959 onwards, so we used the total investment in 
the six years 1959-64 as the basis of our test. If the expansion of overseas sub- 
sidiaries has a continuing effect on U.K. exports (whether favourable or unfavour- 
able) then countries in which there was a large investment in the six years 
1959-64 should show the effects of this in their purchases from Britain in 1964 
and subsequent years; we in fact used the average of 1964 and 1965, so as to 
reduce the risk of disturbance by a single freak year. 


For 1964—5 we took as the ‘standard’ for U.K. exports of manufactures to each 
country the amount exported in 1958/59 (averaged), increased in the same propor- 
tion as that country’s total imports of manufactures had risen — i.e. in effect the 
‘standard’ was for the U.K. to supply the same percentage of the country’s imports 
of manufactures as in 1958-9, before any of the investment had become effective. 
The excess of the actual exports in 1964/5 over this standard is then a guide to 
the U.K.’s export performance to that country: for comparative purposes it is best 
expressed as a percentage of the standard. 


Table XXII.4 sets out the above figures, for every country for which our source- 
books gave all the statistics needed for this investigation; the countries are 
arranged in descending order of export performance. It also gives the value of 


291 


SONSNDIG apoiy, JDUOIZDULa}U] fo yOOqiDa xX 
‘SUOT}EN pe}TUQ — SaTIjUNOS seasiaAo jo sjlodwy 


wopsuly pajiun 
JO GP ELL Je Fuaioib is, Iau SNOdx ae aa °6S/8S6IT UI SB awes ay} useq pey azeys adejuacied “yA 94} JT Useq 
apviy, fO pavog — JUSW}SaAUT JOeIIP “YQ ipasn saounog aaey prnom Ayjunod ay} 0} Sainjoejnuew jo sjiodxe *y'q }eymM ‘aT B® 
a ee ee es ee a ee a ee 


OCI g°I9- e'e9 — T'6€ b°ZOI eror puejesedy] pue etsepoyy 
O17 g'es— 6°67I- LUT O'1bZ Z°0S eIpu] 
ss s°es— SIs — 8’ bb €°96 78 ueystyxed 
Lvl S°or— Seb 6'€91 b°90€ 6'br epeuey 
AS 8'eb— 8'sv7 — Tee 6°8S 6'T eueyy 
0°9¢ b'6e- Te9t— O° 1SZ T'vlp T'6r1 etyeijsny 
T'9€ LLe— L'vt — Cae 0°6€ I'vl euTjuesiy 
Sr ple- ps8 — O'8tT b'9ET 9°97 aouely 
ol 9° 9¢ — 78s — 8°O00T 0'6ST 6'T Ayeyy 
Sb Ore — pee — 6°79 €°96 oF Bl1a21N 
6°TI 9°ee— CLoe = jae Wei €°OLT 6°12 pueleoZ Mon 
Srl €°0e- Livy — OTL €'OIl 6°91 pueyiez}tIMms 
9°6 6°L7— v8 — LRG T'0€ 67 oseqgoy, pue peprursy 
6°6T p°Lo— 6°89 — 6° 781 8° 1SZ TOS Aueuliay jsoM 
6b L'St— ble — 8°OrT GPen S‘8 SpuepIsYyjJON 
9°6 9°ST— ost — b' pel pb Lyl ana’ aitg 
ET 9°6 — Se Ses 76S OT Buoy suoyH 
Gss 06 — Lit - (SMG 0°67 6°€8 Bolyy yynog 
p' SIZ SS ro — OIL Pit 6°77 Tizeig 
s¢ TZ + GiSiece 9°6ST b'9ST 0°9 uapeaMs 
cae pte OST + SST €°€Or GL sinoquiexn’7] /wntsjoq 
6'T S°OT+ 9° + p'ST 8ST €°0- bei] 
SZ 6°97+ V'tert S°Iee 9°ESb O°STT BOHOeWY JO Saje}g pa}uQ 
GEG ssg+ Sel + 67 9°ST €'€ efuay 
yA %, UOTT]TW F 

(Z) (9) (S) (py) (€) (Z) (1) 

aseioae S-p96T ,~SemMjoej ~p9-6S6] Sutin 


(€) + (%) oes (€) + (G) e0ue = yaB1e} Jx0dxe 


yodxe yuaw}saauy -woyiod yodxy JQAO SSOOxKY S/v96I1 SoiInjoej -nuew jo syiodxa -joejnuew UT juew 


uoT}euT}Sep jo ArjunoD 
-nuew jo sjiodxe "y'Q “MN JO} ,prepuejs, -}SaAUT JOOITIp “yA 


SeTIJUNOD SBASIBAO INOj-AjUAM} UT aoUeUOJIAd J1Odxe pUe JUSWSEAUT JO9IIP “WN “fb IIXX eTqeL 


pa Bs 


U.K. direct investment for each country; as they stand however these figures do 
not provide a good guide to the ‘height’ of the U.K. investment, because they 
make no allowance for the economic size of the country — e.g. the figure for New 
Zealand (£22 million) is lower than that for Canada (£45 million), but any sensible 
test would say that the former represented a bigger factor in the New Zealand 
economy (and so would have a bigger proportionate effect on U.K. exports). We 
must clearly divide the investment figure for each country by something to repre- 
sent its economic size, and on technical grounds the best choice is the figure for 
standard exports, as this was used as the divisor in arriving at the figure for 
export performance. The result is the ‘investment—export ratio’ given in the final 
column of the table: it has a fairly natural commonsense meaning as an indicator 
of how much investing the U.K. did, in comparison with its exports. ' 


The Results 


Since the table was arranged in descending order of export performance, one can 
see broadly whether this is correlated with the investment—export ratio by looking 
at the final column: a positive correlation would imply a descending series here, 
a negative correlation an ascending one. In fact the order is of a more or less 
random kind, suggesting little or no correlation: the rank correlation coefficient 
is absolutely negligible, at — .003, and it is not worth while to calculate a 
regression coefficient. 


Those who prefer a diagrammatic presentation can see the picture in Figure 
XXII.1. This shows a very substantial range of variation, both for the investment-- 
export ratio and for the export performance indicator, but there is no tendency for 
the results to lie on a straight line or any mathematical curve. 


One further point is worth noting on these figures. In most countries, the export- 
performance indicator is negative, the average value being about — 20 per cent. 


1 What we are really testing is whether there is a general tendency for U.K. 
exports to benefit by a certain amount for every £1 which was invested in that 
country in the past six years. In mathematical terms the hypothesis is 


B=S = aD +.e 


where E = actual exports of manufactures from U.K. to a certain country 
in 1964/5 
S = standard exports 
D = direct investment in manufacturing from U.K. in 1959/64 in 
that country 
a = assumed average effect of £1 invested by U.K. 
e = residual 


For regression purposes we divide through by S, to eliminate ‘size of country’ 
effects. The left-hand side is then our export performance indicator, and the 
right-hand side is the investment-export ratio, multiplied by a, plus a residual. 
The residual is more likely to be statistically well behaved when divided by S; 
it may not average zero, if there is some common factor (e.g. loss of competi- 
tive power) tending to reduce F by a certain percentage below S. 
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This has no implication as a guide to the effects of overseas investment, but it 
implies that the deterioration of U.K. competitive power (taken in the widest 
sense) between 1958/9 and 1964/5 tended to lower our exports by this amount 
below the standard. For considering the effects of investment it might be more 
natural to take as the basis of comparison 80 per cent (rather than 100%) of what 
we have shown in column (3), so as to reflect this factor as well as the total 
purchases of manufactures by the country in question: this would of course show 
the same absence of correlation, which is the real subject of our investigation. 


Finally, it is interesting to note that the absence of correlation is broadly in line 
with the picture for the United States, given in Table XXII.5, in which the rank 
correlation comes to a small negative figure (-0.17). In the case of the United 
States the range of the export performance indicators is even wider: it is rather 
dangerous to take the average of these as a guide to change in competitive 
power, because nearly all the countries with large export figures show decreases, 
and those with small ones show increases.' 


Interpretation 


The absence of correlation found in this exercise is a result which need cause 
no surprise, in view of the findings from our approaches to the individual 
companies: these were that the continuing effect on British exports from direct 
investment overseas was sometimes positive, sometimes negative, and varied a 
good deal from case to case, with an average of about £1 a year addition to 
exports per £100 invested. We cannot say that this totally independent approach 
proves the rightness of our findings, but it is thoroughly consistent with them. 


It is perhaps useful to look a bit further at the quantitative side of the results. 
First, we may note that the investment—export ratio showed considerable varia- 
tions between the countries — ranging from 1 per cent for Italy to 36 per cent for 
Argentina and a freakish 218 per cent for Brazil, with a mean of 20 per cent and 
a standard deviation of 10 per cent (even if one omits Brazil). This wide varia- 
tion was fortunate from a statistical viewpoint, since it provided a good 
opportunity for any general influence on the export performance indicator to show 
itself. 


The export performance indicator, however, showed an even wider range of values, 
from +88 per cent for Kenya down to —62 per cent for Rhodesia, with a standard 
deviation of 32 per cent. Without investigating the degree of correlation between 
the two figures for each country, we can tell from the ratio of the two standard 
deviations how large the effect of investment on exports would have had to be to 
give a perfect ‘explanation’ of a set of figures for the export performance indica- 
tor which have so large a variation: the ratio of 32 per cent: 10 per cent or 3.2, 


1 The U.S. figures have been calculated from data for fifteen countries. This 
number was also used at first for the U.K. calculation, out of a mistaken sense 
of symmetry with the number used in our questionnaire; when an enlargement 
of the number had no significant effect on the rank correlation coefficient for 
the U.K. it was decided not to spend time on enlarging the U.S. list. 
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implies that the continuing effect of £100 of overseas investment on U.K. exports 
would have had to be as much as £320 a year — not merely as an average, but 
always. Such a figure seems intuitively most implausible. 


A ‘perfect’ explanation of the above kind would of course be most unexpected, 
whatever figure for the effect would have been required to produce it. Even, how- 
ever, if one had expected no more than one-quarter of the variation in export- 
performance to be explained by the investment factor (i.e. a correlation co- 
efficient of 2) the regression equation would have had to yield a computed 
‘effect’ of £160 per £100 of investment. This is also intuitively most improbable. 


In more commonsense terms, the upshot of this figuring is as follows. Even with- 
out testing the correlation or measuring a regression coefficient, one can be sure 
that other factors must have had a much more powerful effect in producing varia- 
tions in export performance than the variations in investment. Moreover this 
would still be true even if investment had consistently produced a uniform effect 
far larger than seems at all likely from our direct enquiries. Since these direct 
enquiries pointed to a variable effect, it seems unlikely that the approach from 
aggregate export statistics used in this section would ever throw much light on 
its average value, even if one could use some indicators of the ‘other factors’ to 
eliminate (very roughly) the influence which these have had on the diverse move- 
ments in the U.K.’s export performance in the various countries. 


The fact that our analysis of the U.S. experience tells essentially the same 
negative story strengthens our conviction on this methodological point; and it 
was also borne out by the report mentioned in the next section. 


eC: The Hufbauer—Adler Report 


After this chapter had been completed the U.S. Treasury Department published 
the report of a research project which it had financed on the effects of direct 
investment overseas by American manufacturers, and the authors very kindly sent 
us a copy.' This work was carried out entirely independently from our own, but 
it is interesting to see how many points of similarity there are — both in the 
questions asked and in many of the basic assumptions. We have not felt justified 
in delaying the publication of our Final Report in order to derive full benefit from 
a study of the work of these American writers, especially as a quick study 
revealed little that we could do in matters where we feel their treatment to be 
superior — we do not have the data to imitate them. Three points do however, 


seem to be worth making, if only briefly:- 


(a) The American report includes an appendix which compared both their methods 
and their results with the ones which we set out in our Interim Report. In 
some respects the numerical results are very similar, and where there are 
differences (e.g. the greater profitability of U.S. investment) the fact was 


1 G.C. Hufbauer and F.M. Adler, Overseas Manufacturing Investment and the 
Balance of Payments (U.S. .Treasury Department, 1968). 
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generally well-known. ' . 


(b) The American report has a section on a subject which we have not treated: 
the import into the home country of manufactured goods produced by the 
overseas subsidiary. This is a phenomenon of which we found no significant 
trace in our investigations, though it must be confessed that our form was 
not well-conceived to detect it.* I believe that this is a matter in which the 
experiences of the two countries are, quite simply, different. The United 
States is a very-high-wage country, and U.S. companies have established 
subsidiaries in Britain and elsewhere in which American techniques can be 
applied and goods produced at very competitive prices, which are exported 
both to the U.S.A. and to third countries. 


(c) The American report systematically analyses trade effects on three different 
sets of assumptions, and the divergences between the results of these 
calculations show the crucial importance of being clear about these. 


The last of these points calls for a more extended treatment. The author’s three 
basic models are as follows: the classical, in which a unit of direct investment 
makes a unit net addition to capital formation in the host country, and causes a 
unit net decline in capital formation in the investing country; the anti-classical, 
in which a unit of direct investment makes a unit net addition to capital formation 
in the host country, but causes no net decline in capital formation at home; and 
the reverse classical, in which a unit of direct investment makes no net addition 
to capital formation in the host country, and causes no net decline in capital 
formation at home. The model underlying our research, with its assumption that 
in the ‘alternative position’ a U.K.-owned enterprise in a particular country would 
be replaced by a similar one owned by foreigners of another nationality or locals, 
corresponds essentially to the ‘reverse classical’ assumptions, though we do 
assume a small fall in capital formation at home (equal to the initial effect on 
U.K. exports). 


The American study takes the form of an extremely elaborate statistical exercise 

using published U.S. and international data. It would be impossible to perform 

the corresponding exercise for the U.K. for lack of a number of the necessary 

series, mainly in relation to transactions of overseas subsidiaries with their 

_ parents. The American authors recognise, however, that we had the great advan- 
tage of being able to obtain direct estimates from the companies of differential 


effects which do not appear in statistics, and of discussing the many matters 
involved with the companies. 


For input items the study took as its starting point figures of exports of parts 


1 The authors have subsequently acknowledged that they made an error in saying 
(page 90) that our treatment of capital appreciation involved double-counting. 


2 We asked how much of the subsidiary’s sales of its own output was ‘to 
members of the reporting group for use in the U.K.’ The sales reported under 


this item (no. 21 of Form 1) were essentially raw materials of a kind which the 
U.K. clearly has to import. 
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and components to manufacturing subsidiaries abroad. For the world as a whole 
such exports come to about $5 per $100 of assets employed. Under the classical 
or anti-classical hypotheses this figure represented an ‘effect’ of overseas 
investment since the assets in question were a net addition to the overseas 
capital stock; under the reverse classical assumptions, which conform closely to 
our approach, it was necessary to subtract those exports of input items that would 
have been made in the alternative position. The authors thus attempted, for a 
range of commodities, to establish the buying habits of ‘normal’ firms in the 
relevant countries, and discovered that U.S.-owned and normal enterprises dis- 
played little difference in the extent to which they bought input items from the 
U.S.: in total they suggest that the differential effect of U.S. ownership amounted 
to rather over $4 per $100 of assets. (There is a diversity of results between 
countries: in Canada and Latin America, which account for over half of U.S. 
direct investment, the judgment was that there would be no difference to this kind 
of exports in the alternative position.) 


To arrive at estimates for the effects on finished goods, the authors calculated 

a considerable number of regression equations relating, for particular product 
groups and geographical areas, changes in imports from the United States (and 
from all other countries together) to changes in the shares of the total market met 
by local production of U.S. subsidiaries and of local companies. The procedure 
adopted assumed that total demand (local production plus imports) in a market 
was autonomously determined irrespective of whether there is a local industry or 
not, and of who runs it. The relationships obtained enable one to answer 
questions such as: if U.S. investment in a market raises subsidiaries’ production 
by $X million and lowers local production of other companies by $Y million (as 
compared with the ‘alternative position’) how will the net fall in imports of 

$(X — Y) million be distributed between imports from the U.S. and those from all 
other countries ? 


In the classical and anti-classical models the $X million is a net addition to 
local production and Y is zero. Imports into the market are therefore reduced by 
the whole $X million, typically with a heavy impact on those from the U.S. (U.S. 
exports to Canada — the extreme case — would be reduced by four-fifths of 

$X million.) We are, however, mainly interested in the reverse classical frame- 
work in which X = Y, i.e. no net addition to local production. In this case total 
imports are of course unchanged, but there is normally some effect on the pro- 
portions of the total that will be met by the U.S. and other countries, as a result 
of the differential impact on imports of subsidiary as opposed to local company 
production. For the world as a whole the effect of overseas investment on 
finished goods exports from the U.S. is calculated to be a small positive figure of 
about $3 per $100 of assets. Once again, there are substantial differences 
between geographical areas, and the calculation is exposed to great statistical 
errors. 


Table XXII.6 sets out for comparison the effects on continuing exports of goods 
as found by us and by Hufbauer and Adler. 


Bearing in mind the wide range of values that such figures could take (particular - 
ly those relating to finished goods), the margins of error involved, the totally 
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Table XXII.6. Effects on continuing exports 


(Manufacturing companies: effects per £100 addition to net 


operating assets) 


Hufbauer and Adler 


D.A.E. ‘Reverse ‘Classical’ or 
enquiry classical’ ‘anti-classical’ 
Input items + 3% + ¥, fo3 
Finished goods —2% +3 = 55 
Total =] +3% —50 


different methods adopted, and of course the fact that one set of figures relates 
to U.K. investment and the other to U.S. investment, the findings for the ‘reverse 
classical’ case have a marked similarity. Both studies point to a small positive 
effect taking input items and finished goods together. Moreover, the American 
results unmistakably underline the point that our type of assumptions gives rise 
to the most favourable calculation of the effect on exports: in the classical and 
anti-classical models the positive effect on input items is heavily outweighed by 
a large negative effect on finished goods. We had already illustrated this point 
on pages 110—11 of the Interim Report, where we examined the effects of 
assuming that, in the absence of production by a British subsidiary, rival pro- 
ducers would on average replace only 90 per cent of the British subsidiary’s out- 
put, and not 100 per cent. 
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Part V 


EFFECTS ON THE NATIONAL 
ECONOMY 


XXIll Review of the Problem 


The last two parts of the Report have been essentially concerned with the effects 
of overseas investment on the U.K. balance of payments. In view of our terms of 
reference, and of the topical interest in that part of the subject, such a starting 
point was probably inevitable. As a general proposition, however, this is not the 
natural starting-point for an investigation of the effects of direct investment 
overseas, for there is no general proposition to say what kind of result is ‘good’ 
and what ‘bad’: the expression ‘strengthening (or weakening) the balance of 
payments’ seems to carry the implication that the former must be good, and the 
latter bad, but this is only true if there is a general tendency for the balance of 
payments of the country in question to be weak. In the case of a country like 
Germany, a factor which tended to strengthen the balance of payments would in 
most post-war years have been a source of embarrassment rather than of relief. 
The question whether — or at what stages — direct investment overseas tends to 
strengthen or weaken the balance of payments is important, but is really sub- 
sidiary to more general questions, such as its effect on the real national income. 
This is, I think, what some commentators basically had in mind when saying that 
the Interim Report left the most fundamental questions unexplored. ' 


An analogy may help to make this point clear. Suppose that it were proposed to 
abolish passport control and all the other man-made barriers which restrain inter- 
national tourism, either as a unilateral act applying only to the U.K., or by a 
general international agreement. Either of these proposals might have a significant 
effect on the balance of payments of the U.K., and it might be considered wise to 
assess this before coming to a conclusion. But the main debate would be on 
issues more directly related to the proposal — for example, whether it is a good 
thing for people of different nations to see more of one another, or perhaps 
whether this benefit is sufficient to outweigh the inevitable weakening of control 
over immigration. If the proposition were acceptable on those grounds, one would 
tend to assume that any disturbing effects on the balance of payments could, if 
necessary, be dealt with by other policy measures — though recognising that it is 
as well to be aware of the probable effects (which might of course be welcome as 
off-setting a previous tendency to dis-equilibrium in the opposite direction), and 


perhaps recognising that in emergencies the balance of payments might require 


1 See for example S. Brittan in Scotland (June 1967). 
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some restriction on tourist expenditure abroad as part of a package deal. 


In the case of overseas investment, our primary concern is with its effects on the 
U.K. national income in real terms. This is, of course, a deceptively simple 
phrase, because it should include indirect effects on the national income: thus 
one might conclude that the national income had been held down in a certain 
period by the adoption of a policy of deflation to protect the gold reserve, which 
would have been unnecessary if overseas investment had been restrained (or, of 
course, if various other policies had been adopted — see the Interim Report, 
page 131 for a brief discussion of policy conclusions when alternative remedies 
are available). But it is the effects on the national income which are of funda- 
mental interest, rather than the effects on the balance of payments as such — 
which may have little or no impact on the national income, even indirectly. 


Besides the effect on the national income, we are also interested in the effects 
of overseas investment on other objectives of national policy, which cannot be 
subsumed in the national income figures. One could perhaps concoct a long list: 
of such objectives which might be influenced by overseas investment, ranging 
from the provision of more varied employment opportunities to British citizens 
who like working abroad (so that each individual would have a better chance of 
finding a job that suited his tastes) to the stimulation of a wider interest in 
foreign affairs or international politics. Some of these might be held to be impor- 
tant, but the only one which I would like to stress is the effect of overseas 
investment on the welfare of people in other countries: this applies more 
particularly to the welfare of people in less developed parts of the world, whose 
advancement the government is attempting to foster by various forms of govern- 
ment loans and grants, including technical assistance. The contribution which 
well managed overseas investment makes to this objective is clearly to be 
counted as a credit item in any assessment. 


A. Income from Capital 


The most obvious way in which overseas investment might affect the real 
national income is tied up with the question whether capital invested in this way 
yields a bigger contribution to the national income than it would if it were not so 
invested. 


This is not as straighforward a question as it looks: we have seen that, in a very 
important sense, the alternative to direct investment overseas is largely the 
accumulation of financial assets overseas or the avoidance of international debt, 
rather than more investment in the U.K. (see in particular Appendix C, for the 
general reasoning, and page 92 for its numerical application); and we have also 
seen that in so far as more direct investment overseas means less investment in 
the U.K., it is likely to be non-industrial investment which is affected, rather 
than investment by the type of company which invests overseas (see pages 93-5). 
Nevertheless, whatever the alternative may be, the starting-point for the calcula- 
tion must be the profitability of the assets employed by overseas subsidiaries 
etc., on which we have already given the various figures. 
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This is, however, only the starting-point. If we are concerned with the effects on 
the national income of the U.K. — which is our primary criterion — we must 
clearly ignore any part of the profits which is paidin taxation to overseas govern- 
ments: we can take some credit for this towards our secondary objective of 
helping other countries, but even where the host country is amongst the least 
developed of them the general view is unlikely to be that £1 going to a foreign 
government is as good as £1 remitted home. If the host country is richer than the 
U.K., the contribution to its revenue from a British subsidiary might almost be 
ignored. 


We must start, then, with overseas profit net of overseas tax, but at this point a 
somewhat confused debate is liable to start as to whether this should be compared 
with U.K. profits before or after U.K. tax, or possibly with some third concept. 
To a considerable extent, however, this argument seems to be based on a false 
view of the alternatives. In so far as the alternative to owning direct investments 
overseas is the ownership of financial investments overseas, the comparison 
should be with the income from these — again after deduction of overseas tax; 

if the alternative is the absence of overseas debts which would otherwise exist, 
then the comparison should be with the interest payable on these, net of any U.K. 
tax which may be collected on it. In neither of these cases does the question as 
commonly posed really arise. 


Capital at Home and Overseas 


The problem is only a real one to the limited extent that the alternative is the 
possession of more real capital assets in the U.K., i.e. for about 11 per cent of the 
net operating assets overseas. In so far as this is the case the proper comparison 
must start with the U.K. profits before deduction of tax (whether Corporation tax, 
paid by the company, or taxes levied on the shareholders): the fact that part of 
these profits is to be paid over to the U.K. Government does not make that sum 
any the less a part of the British national income. On the other hand it is correct 
to deduct any government expenditure which is caused by the presence of this 
extra capital in the country, and which it is proper to regard as payable out of that 
taxation: for this is a sort of ‘cost’ which should be subtracted before arriving at 
the true income derived from the use of the capital. 


This again is a tricky concept, and it is not really necessary to explore it very 
fully here because we have concluded that most of the small amount of extra 
capital in the U.K. would be non-industrial. But as the subject is one which. has 
aroused some considerable interest, a few remarks about important points — both 


positive and negative — may be useful. 


On the negative side one can make the following rather dogmatic assertions:- 


(a) The theory of taxation provides no sort of presumption that these deductions 
will be even approximately equal to the amount of (say) corporation tax 
payable: no valid case can be made for deducting that tax as a first 
approximation to the required expenditure figure. 
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(b) We must remember that the extra costs which we are seeking toassess should 
reflect only the presence of additional capital: full employment was in fact 
secured without that capital, so that we are concerned only with the extra 
output attributable to using (on average) more capital per head. 


(c) We must not count expenditure which is to be regarded as paid for out of local 
rates or indirect taxation of any kind, both of which are subtracted from the 
proceeds of an enterprise’s activity before profits are computed. 


Without attempting any precise listing, the last two points together rule out most 
of the types of expenditure which might at first sight seem important. Thus we 
cannot — broadly speaking — count any expenditure on roads, because the 
additional output which is carried along them will call for an increased number of 
vehicles and increased fuel consumption, which will add substantially to the 
revenue from indirect taxation: I will not enter into the debate as to whether this 
will do more or less than cover the extra expenditure necessary, but anybody who 
argues in favour of making a deduction is automatically making a case for 
additional taxation of some kind on the use of lorries. We must also remember 
that part of the extra local rates payable in respect of the capital goes towards 
local road services (including lighting, etc.). 


Similarly we cannot count any expenditure on education, unless the additional 
capital calls for special skills which are provided through government facilities: 
the number of people to be educated and the number needing job preparation are 
both unaffected. The same applies to health expenditure, unless the additional 
capital raises the risks of illness, and also to local authority housing, national 
insurance and social security benefits generally. 


Finally, one can count little or nothing for the extra sewerage, water supply and 
other ‘local’ facilities, which may be required on account of the presence of 
additional real capital and the increased flow of output. Essentially these would 
be met by the increased sums collected in local rates: one might even guess that 
the position of the local authorities will on balance be strengthened — few, I 
imagine, would deny this, except where congestion is acute — so that rate 
poundages might be reduced or less reliance placed on government grants. 


What, then, is left to be said on the positive side? Without doing an elaborate 
research into the matter, I find very little of importance which was applicable in 
our period — i.e. before the system of investment grants was started. It is true, 
of course, that the old system of investment allowances reduced the amount of 
taxation which the companies using the extra capital in the U.K. would actually 
have paid, and to that extent the issue about whether tax should be deducted or 
not was rendered less important; but the plain fact is that as there is no case for 
deducting the amount paid in taxes, we do not need to worry about what it is that 
is not to be deducted. What the system did mean is that people who liked to 
arrive at the (gross) figure by taking post-tax profits and adding back the tax have 


to add back the tax actually paid, and not a fraction based on the standard rate of 
income-tax plus profits tax. 
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I do not wish to deny that there probably are some small deductions which should 
be made from the pre-tax profit figure, even in our period: ' the principle of making 
a deduction to reflect expenses which should properly be regarded as an offset to 
direct taxation is a legitimate one, which needs to be fairly stated against the 
advocates of using gross U.K. profits. I rather suspect however that the amounts 
collected in indirect taxation (e.g. local rates) more than off-set the additional 
costs attributable to the presence of extra capital, so that there is probably as 
good an argument for saying that the true income to the nation from using the 
capital has been understated by taking the pre-tax profit figure as used for 
national income purposes, because too much was deducted on account of those 
costs. The use of pre-tax profits in the U.K. for comparison with the overseas 
profits net of overseas taxes seems, therefore, to give a close approximation to 
the proper comparison, even in cases where the additional capital in the U.K. is 
of an industrial character. 2 


The above discussion has implicitly assumed that the capital in question would 
be of an industrial character, because that is the more interesting case. If it 
would be non-industrial the problem is very varied. I would myself regard some 
office-building in the centre of congested towns as involving the community in 
heavy net costs for dealing with the added congestion; but if the greater flow of 
financial capital avoided difficulties over mortgage finance and led to more -house- 
building, then the extra costs falling on general taxation might be negligible — 
but we must remember that the income from using the houses would be small. 


1 I deliberately do not attempt to discuss how far the picture would be changed 
under our present system of investment grants: this seems to turn largely on 
how far (if at all) these grants get into the pre-tax profit figures used for the 
national income, and on any possible effect on the depreciation figures. Very 
possibly the answer is that the new system will still call for no deduction, but 
there are problems of theory and practice which I have not attempted to study. 


Any conclusion about the deductions (if any) on account of investment grants 
would clearly have to be based on the standard definition of profits used for 
national income purposes, and would not necessarily apply to ‘profits’ as 
produced in commercial accounts by any one of the numerous methods now 
being employed. 


2 There will, of course, be individual cases where this general argument would 
not apply: but there may be as many in which local rates (which are subtracted 
in arriving at profits) seriously exceeded the costs attributable to the presence 
of the extra capital as there are cases in which a significant cost ought to be 
set against the direct taxation on profits. 


It is, of course, well known that governments all over the world — whether 
national, provincial, or local — have a marked tendency to want to attract 
capital to their areas, if necessary by offering tax concessions, and industrial- 
ists are seldom heard to say that the costs which their activities cause to 
governments exceed the amounts which they pay in taxation. For what it is. 
worth — which is not much — these actions of the parties concerned support 
the argument in the text. 
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B. Other Direct Effects 


‘ 


The above section has been considering the income earned by the capital itself 
when it is used for overseas direct investment, as compared with various alter- 
natives. In addition, we have to consider the effects of this investment on the 
real income which accrues to other factors in the various possible situations — 
including the income accruing to other units of capital: in the first instance we 
are concerned with the effects on the incomes of British-owned factors, but as 
before we have a secondary interest in the gains (or losses) to other countries, 
especially the less developed ones. 


Nature of the Comparison 


It is of course theoretically possible to chase the effects of any action on a 
country’s general productivity through endless possible repercussions, and many 
varieties of assumption about government policy could in principle be considered. 
Fortunately, however, it is legitimate to limit the scope of our investigation, on 
the strength of three factors which we have already noted:- 


(a) In the main the counterpart of more direct investment overseas is a reduction 
in our holdings of international financial assets (or an increase in inter- 
national indebtedness), rather than less physical investment in the U.K. 


(b) Even if this were not so, we are concerned with the effects of a moderate 
change in the size of British investment, not a doubling of it or its total 
cessation, and this is not a big enough item to require a chasing of elaborate 
repercussions, or any elaborate assumptions about major government policies 
(see the Interim Report, pages 27-30, especially the footnote on page 28). 


(c) At the level of the individual company, this ‘less or more’ approach can be 
thought of as implying a study of the consequences to the group of not having 
established one of its overseas subsidiaries (or even failing to expand one), 
rather than a comparison between (say) Imperial Chemical Industries as it is, 
and as it might have been if it had never established any overseas subsid- 
iaries at all. We do not have to think in terms of a complete metamorphosis, 
but rather of a (significant) marginal change. 


Economies of Scale 


Overseas investment may affect the scale of production in U.K. factories in a 
variety of ways, and so affect the real income generated per unit of productive 
resources (capital, labour or land) engaged there. For example, a decision to 
build a nylon plant in Australia is likely to mean bigger exports of nylon salt 
from the U.K. than there would have been in the alternative position ( in which 
an American company would have built the plant, and used nylon salt from the 
U.S.A.): this means either that the U.K. nylon salt plant can be bigger, or that it 
is operated nearer to capacity — both of them forces making for a higher level of 
productivity and so of real income per unit of resources employed. 


On the other hand a decision to establish a plant in South Africa to make house- 
hold disinfectants under a famous British trademark would be likely to lead to 
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less exports of those disinfectants from the U.K. than in the alternative position, 
in which broadly similar disinfectants were made in South Africa by a firm of 


some other nationality — with a corresponding adverse effect on the scale of U.K. 
production.! 


In particular cases these considerations may well be important, but in the 
aggregate it seems clear that they would be very small. We have seen in Chapter 
XV that the net continuing effect on U.K. exports of overseas investment done by 
our sample of companies was extremely small. Even if we consider the unrealistic 
assumption of a complete disappearance of all overseas subsidiaries in our sample, 
new or old, the effect is a fall of only £13 million a year: the more sophisticated 
comparison — between what actually happened and the position which might have 
existed if production by U.K. subsidiaries overseas had been about 10 per cent 
less than it was — shows that exports from the U.K. would then have been 
changed by £1 million a year, whilst home sales by the U.K. companies were some 
£2,300 million a year. The net over-all effect of overseas investment on the scale 
of production seems therefore to be negligible. @ 


Strictly speaking this is not the end of the matter: greater production by the 
makers of nylon salt may have more effect on productivity than smaller production 
of household disinfectants, even if the size of the change were the same. Indeed, 
one might expect the decisions about overseas investment to be favourably . 
biassed in this way, since the companies are influenced by these effects — though 
they are influenced by many other things as well. But even if we ignored the 
negative effects of overseas investment on U.K. exports altogether, the effect of 
a 10 per cent change in production by overseas subsidiaries would be an addition 
of under 1 per cent to U.K. output. 


We did not, therefore, feel that attempts to assess the effects of overseas 
investment on U.K. productivity via its effects on the scale of production in the 
U.K. would be worth-while, especially as Table XV.2 gave the clue to a much 
more promising topic: the influence of the greater total size of the U.K. group, 
including its overseas activities. 


Research and Know-how 


In many industries a considerable part of a company’s activities is devoted to the 
production of knowledge, rather than to the direct production of goods: knowledge 
of new techniques, new products, new methods of marketing and so on. One of the 


1 It does not of course follow that a decision of this kind would be commercially 
unsound: the gains from the South African plant might well exceed very 
greatly any loss to the company on its U.K. operations. 


2 As with all our figures (except where the contrary is stated) the effect on 
exports is based on the assumption that any production not undertaken by a 
British subsidiary would have been ‘replaced’ by production by some other 
company. The discussion on pages 110-11 of the Interim Report showed that 
the favourable effect on exports would disappear if one assumed ‘90 per cent 
replacement’ instead of 100 per cent. 
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‘economies of scale’ is that when this knowledge has been secured much greater 
use is made of it, if it can be applied to a much bigger output: and in large 
measure this remains true if half the output is overseas, rather thari all in the 
U.K. — though some of the knowledge may not be applicable to oversea conditions, 
and the costs of transmitting it may be greater. 


Formally, this point applies to all kinds of knowledge, stretching from the results 
of deliberate research at the one extreme — which is specifically undertaken in 
the hope of acquiring useful knowledge, rather than as part of the productive 
process — to the sort of know-how which is acquired as a result of carrying on 
the day-to-day activities of the company. As a general proposition, this know-how 
is perhaps less likely to be useful to other plants operating in other countries, 
and may be more difficult to transmit effectively: but on occasions it can be of 
exceptional value, because an oversea plant operating in a different environment 
may pick up the benefits of practices which are in common use there, but have 
not been introduced in the U.K. Many companies attach exceptional value to what 
they learn from their American subsidiaries for this reason, because the atmos- 
phere is one of keen competition; moreover the United States is ahead of us on 
the road to higher real wages, and so frequently uses practices which we should 
have adopted but have not yet got around to introducing. A process of moving 
staff between different countries will sometimes go some way towards passing 
round the fruits of this experience, but it obviously involves considerable costs. 


The problems of measurement in this field are formidable, and are discussed in 
the next chapter. They involve the consideration of other possibilities besides 
overseas investment as a means whereby a company can get part of its research 
costs met from overseas (e.g. the granting of licences to other companies) or can 
secure the benefit of overseas experience (e.g. the purchase of know-how from 
foreign firms). But it is clearly true that knowledge can flow more freely and 
effectively where there is common ownership, and there is an obvious economy if 
the same bit of research can be made to serve two (or twenty) different plants. 


In some degrees the ‘sale’ of knowledge to one’s overseas subsidiary is a sub- 
stitute, so far as ‘scale’ is concerned, for having a larger factory in the U.K. and 
exporting the manufactured product. Oversea tariffs are frequently the reason for 
setting up the subsidiary, but knowledge as such is not affected by these. 
Exchange control and oversea taxation on royalties may however do something to 
reduce the national advantage of this device. 


Cc Indirect Effects 


The above two sections have been concerned with the direct effects produced by 
the overseas investment on the income from capital or the general productivity of 
factors of production which are directly affected by it. 


This chapter should perhaps end by reverting to the point made at the top of 
page 302 — namely that overseas investment may have important indirect effects 
on the level of the national income, by influencing the state of the balance of 


payments and so possibly leading the government to adopt a different macro- 
economic policy. 
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XXIV Productivity Effects: Problems of 
Measurement 


There are at least two very different things in this field which one would like to 
measure, and it is most important not to confuse them. The distinction is fairly 
obvious when the point is made, but we spent many hours trying to decide what 
information we needed, because we started by thinking primarily of the first con- 
cept, and then realised that we must concentrate primarily on the second. I will 
illustrate the point by taking a simple case, which deals only with formal re- 
search done in the U.K., and ignores the costs of transmitting information. 


The first concept is the extent of the economy obtained by making the same re- 
search available for use in the plants of overseas subsidiaries as well as in the 
U.K.: or rather — since we. are interested in marginal changes — the extent of the 
added economy through having an additional overseas subsidiary. We are also 
concerned with the question of who gets the benefit of this economy — or at least 
with the question of how much of it benefits the U.K. by one route or another. 


The second concept is limited to part of the first one, because it is very common 
for companies to keep their books in such a way that part of the benefit accrues 
in the form of higher profits of the oversea subsidiary, and we have alreadv 
counted these.' We are therefore concerned to measure the remaining part, which 
accrues to the U.K. in other ways — not so much because it is interesting in 
itself, but in order to get the right figure for the total effect. 


This point may be seen positively by again taking the simplest case, in which a 
company is establishing its first oversea subsidiary and does not change the 
amount of research which it does. It might decide to charge the subsidiary for 
the use of its research results, in which case the return to it will be not only the 
subsidiary’s profits, but also this charge, less any revenue which it might have 
to forgo from licensing in that country now that it has a subsidiary producing 
there. It might, on the other hand, decide to supply the research results without 
charge, in which case the profits of the subsidiary would be higher: there would 
still be a genuine economy (or ‘productivity gain’) from research-sharing, but 
this would be embodied in the subsidiary’s profits. If one has measured these 
profits, there is nothing further to add on account of research-sharing : indeed, 
there may well be something to subtract — the potential licence fees which might 
have been secured by licensing a local company, and/or the costs of transmitting 
the information. 

In our main enquiry we recorded the actual profits and we shall use them in this 


1 Alternatively, the gain may accrue to customers of the overseas subsidiary, 
and should not be counted in a U.K. calculation. 
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part of the report without any adjustment for possible under-charging (or over- 
charging) for research results. To assess the full consequences of a possible 
loss of a particular subsidiary we must therefore add to those profits such pay- 
ment as was actually made for research, with various adjustments for licence 
fees and other items on the lines discussed below: our measurement is for the 
second concept — what is to be counted on top of the actual profits, not the true 
benefits of research-sharing etc. (We do, however, attempt to get some idea of the 
true benefits in the final section of the next chapter.) 


With these introductory remarks we can pass to the various forms of economy and 
see in more detail how we tackled the problem of measuring the amount to be 
added to profits on that score — always remembering that we are concerned with 
the effects of losing a particular subsidiary (the one in Country X, to adopt the 
language of our forms), whilst keeping the others intact. These results for par- 
ticular subsidiaries are then related to the relevant assets and the results aver- 
aged, so that one gets an average of the effects of possible marginal changes.' 


A. Research Done in the U.K. 


If we start with the case of research done in the U.K., we can proceed as follows :- 


(a) If the subsidiary in Country X did in fact pay £x towards the cost of the re- 
search, then its disappearance would mean the loss of that revenue. 


We actually asked companies (in questions 4 and 10) to report payments for 
information, including know-how, etc., which is a wider concept ; but payments 
for that would also be lost, and therefore need to be counted, so that there is 
no harm in having a combined figure so far as the total effect is concerned. 


(b) The loss of this subsidiary would presumably reduce somewhat the parent 
company’s costs for disseminating the information to the subsidiaries, and 
this should be subtracted from the £x. 


We virtually ignored this item, though we had a note asking companies to 
exclude payments specifically made in respect of such costs when reporting 
payments under (a); this decision was essentially based on considerations 
of what information it was practicable to collect, but also accorded with our 
general attempt to avoid the risk of under-estimating the gain. 


(c) On occasions it might be true that some of the U.K. research was primarily 
intended for the benefit of the subsidiary in Country X, and this expenditure 
could be eliminated; we therefore asked for the amount spent in that way 
(question 9), which has to be subtracted. 


(d) Companies were also asked (questions 5 and 10) to estimate how much 
(additional) revenue they might have received from outside companies for 


1 Readers who are interested in the actual manner in which the questions were 
put to the respondent companies may like to study the form used — which is 
reptoduced in Appendix J — and also the notes, which are very important. 
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licences etc. to use the results of their research and know-how, if they had 
not been producing in Country X; this needs to be subtracted from the £x, 
since it is an alternative form of revenue which would be opened up. 


These four items — one of which is assumed to be zero — provide the essential 
elements in our calculation, so far as concerns the sharing of the costs of U.K. 
research (plus the similar benefit from passing on U.K. know-how). There are, 
however, a great number of logical complexities which need to be resolved before 
one can arrive at a definite figure. Essentially we have been concerned to get a 
maximum estimate, and the easiest set of assumptions to make is as follows :- 


(i) We assume that the amount of U.K. research would not be affected by the 
disappearance of the subsidiary in Country X, apart from cutting out research 
primarily intended for its benefit (item (c) above). 


(ii) We ignore the fact that some of the losses might fall in the first instance on 
subsidiaries in countries other than X, and be passed on by them to their 
local customers, or to minority shareholders in those subsidiaries, or to the 
local governments in reduced tax revenue. 


A Numerical Illustration 


The second of these points needs some explanation, which is also helpful for 
understanding the ‘true gain’, as opposed to what needs to be added to the 
recorded profits in Country X. It may best be explained by taking a simple ex- 
ample, and seeing how it works out under three different systems by which the 
parent might allocate the costs of its U.K. research; this is assumed to be 
£100,000, of which £2,000 is recovered by licences to outside companies. 


The three systems are as follows:- 


(a) ‘Pro-rata’ — The remaining £98,000 is allocated between Country X, other 
overseas subsidiaries and U.K. factories in proportion to production in each 
area. 


(b) ‘Standard charges to subsidiaries’ (e.g. 2 per cent of sales), with the parent 
paying the balance. 


(c) ‘Father pays’ — Research results are made freely available to subsidiaries 
(which earn higher profits in consequence). 


For convenience we assume that the total charged to subsidiaries under (a) and 
(b) is the same. On this assumption, the position with and without the subsidiary 
in Country X might look like this (£’000) :- 


Without Country X subsidiary 


Actual 
Allocation of research cost position Assn. (a) Assn. (b) 
Recovered by licensing - 2 4 4 
Charged to Country X subsidiary 6 0 0 
Charged to other subsidiaries 46 48 46 
Charged to U.K. factories 46 48 50 
Total cost of research 100 100 100 
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The elements which we have indicated above would show, both for (a) and for 
(b), that the loss of the subsidiary in Country X would mean a loss of £4,000 
through less research-sharing, to be added to the loss of the profits: earned in 
Country X: £6,000 previously received from Country X would disappear, but an 
extra £2,000 would be obtained by licences to independent producers there. 


If the charges to other subsidiaries are fixed — assumption (b) — all of this £4,000 
falls on the U.K. factories, and there is no more to be said. Under the pro rata 
system, however, £2,000 falls initially on the other subsidiaries, and part of this 
may well ‘stick’ in those countries — as higher prices, or reduced yield from 
taxation, or reduced profits for minority shareholders. Our method of calculation 
ignores these possibilities, which imply that perhaps £1,000 would fall on the 
other countries, and £1,000 be passed on to the U.K. (as reduced profits after 
tax for the parent company); the assumption of complete passing-on to the U.K. 
would be strictly justified only if prices were not raised, the extra charge was 
disallowed for local taxes, and there were no minority interest in the equity — or, 
of course, if companies’ practices had no element of ‘pro rata’ in them. 


The third assumption — that the parent company bears the whole cost — holds 
quite frequently (at least as an approximation); it is included in this illustration 
primarily to show how our calculation can lead to a negative figure for this part 
of the ‘effects’ — which is the counterpart of the fact that profits are then higher. 
With such an assumption the figures would look like this :- 


Allocation of research cost Actual position Without Country X 
subsidiary 

Recovered by licensing 2 4 

Charged to Country X subsidiary 0 0 

Charged to other subsidiaries 0 0 

Charged to U.K. factories 98 96 

Total cost of research 100 100 


a a ee ee ge 


In this case the computation comes to minus £2,000; there are no complications 
about overseas customers etc. 


B. Research Outside U.K. 


This problem divides into two very different parts: research in Country X, and 
research by other oversea subsidiaries. So far as the latter is concerned, there 
is in fact little to say, because we treated it on exactly the same basis as re- 

search in the U.K.; indeed we asked companies for a single figure to represent 
(for example) payments by the Country X subsidiary to all other members of the 
group, whether in the U.K. or not. 


The logic of this is simply that if the Country X subsidiary was making payments 


312 


for research to (say) the American subsidiary, then its disappearance would in- 
flict a loss on the American subsidiary, which would entail a corresponding loss 
to the U.K. parent through lower profits. Strictly speaking, of course, the size of 
this ‘corresponding’ loss would be reduced by the part which would fall on the 
U.S. treasury (and possibly on American minority shareholders and/or customers): 
if payments to fellow-subsidiaries were large this point would call for the 
collection of separate figures, but we believe them to be relatively small, and we 
have not attempted to rectify what was an oversight at the time the form was pre- 
pared. 


Research by the Country X Subsidiary 


With research done by the subsidiary in Country X the logical problems are quite 
different. It is no longer a matter of finding out what payments to the rest of the 
group would be lost if one subsidiary disappeared, but a matter of assessing the 
loss of research results coming from that subsidiary, and subtracting whatever 
the group paid for them. 


The main logical difficulty in the problem is that in practice most research done 
in Country X is usually of interest primarily to that subsidiary, but that some 
parts of its results may be valuable to other members of the group (and effectively 
transmitted to them); moreover in a minority of cases there is one country — or 
perhaps two or three — in which the subsidiary really does a good deal of re- 
search which is of considerable value to other members of the group, including 
the U.K. factories. To value the actual results transmitted from Country X would 
have been impossible: we had to stick to a cost basis — on the broad argument 
that it would have been possible to pay for similar research to be done — but to 
avoid including research which was of purely ‘local’ interest (as most market 
research was). 


We assumed — rightly, as the results show — that this would not be a very big 
item, and that simple techniques would suffice — and that in any case more 
logical ones would not be feasible in practice. We therefore asked the companies 


to do three things:-' 


(a) To select those oversea subsidiaries from which they thought that there was 
an important ‘feed-back’ of knowledge to the rest of the group (including in- 
formal know-how, etc., discussed below). 


(b) For each subsidiary so selected, to report the total cost of formal research 
done by it (question 6), the estimated percentage of this which was ‘es- 
sentially of relevance to Country X only’ (question 7), and the amounts paid’ 
by other members of the group to Country X for information (question 8). 


(c) To report the total cost of formal research done by all oversea members of 
the group taken together (question 2). 


For each of the selected subsidiaries we assumed that formal research which was 


1 A more detailed discussion of the procedure is given in Appendix J and the 
forms annexed to it. 
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described as ‘essentially of use to Country X only’ was worth nothing to the rest 
of the group, but that from the remainder the rest of the group derived a benefit 
equal to its cost (even though it might not have wanted to have such research 
done, if the decision had been made without regard to the benefit to the Country 
X subsidiary). This information — together with the figure for know-how discuss- 
ed below — provided the foundation for our estimate of the gain derived from 
investing in countries with advanced technology. 


For most reporting companies the answer to question 2 revealed that there was a 
certain amount of formal research done in countries other than the ones selected 
as yielding an important feed-back of knowledge. In some cases this was a large 
figure, but enquiry (or a note on the form) indicated that this research was of a 
kind which had no value outside the country concerned. In other cases a rough 
estimate was made by the Department — after consultation with the company — of 
the amount (if any) which should be included as being of value to the rest of the 
group, so that we should not miss out anything significant because it was derived 
from a host of small items. This allowance was designed to cover gains from in- 
formal know-how, as well as from formal research. 


(e Informal Know-how 


The most difficult item to assess is the value to the rest of the group of informal 
know-how, taken in its widest sense, which would be lost if the subsidiary in 
Country X disappeared. By definition there is no assessable cost of production 
of this knowledge, because it arises as a by-product of ordinary operations : we 
cannot therefore use this even as a starting-point for assessing the value. The 
company’s assessment needs to be made country by country, since obviously the 
answers are quite different for (say) U.S.A. and Nigeria: the only mitigating fac- 
tor is that almost all companies reckoned the value to be negligible except in a 
few countries. 


We owe a great debt of gratitude to the companies with which we had preliminary 
discussions about how to phrase the question, and to all our respondent com- 
panies for the way in which they tackled the job of answering it. Those who 
wish to study the problem as we tackled it will find the story in Appendix J and 
— even more important — in the notes sent with the forms, which are annexed to 
that appendix: one of the great logical difficulties is that the information should 
not be valued more highly than the cost of obtaining something equally useful by 
other means — a point to which we shall return in the final chapter. Here I need 
only say that we reached an agreed and usable figure with every one of the com- 
panies, though in a number of cases this was only on the basis of a maximum 
which it could not exceed. As we wanted to avoid under-estimation this was in 
practice sufficient, since this maximum figure was usually low enough to have 
little impact on the answer.' 


1 The question actually used was: 
‘If manufacturing subsidiaries, etc. had not been set up in Country X, what additional 
expenditures by other members of the group would have been needed to compensate 
their operations for loss of informal know-how obtained from X?? 
This has to be considered, however, in the light of the notes supplied with the question- 
naire. See page 398. 
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D. The Main Calculation 


It is now time to put the outcome of the above sections together. For each com- 
pany, it was possible to arrive at a figure for the loss to the rest of the group 
which would have been caused by the disappearance of its subsidiary in any one 
of the overseas countries from which it considered that it derived an important 
feed-back of knowledge: this would allow for the flow of knowledge in both dir- 
ections and any payments made for it, and for the possibility of granting licences 
to outside producers in that country if the group were not manufacturing there, and 
it would be the amount to be added to the profits actually recorded. We refer to 
these figures as the ‘net gain from knowledge-sharing’. 


Table XXIV.1. Calculation of gain* to rest of group through knowledge-sharing 
— all subsidiaries in U.S.A. 


(1964, £ thousand) 


Value for (Corresponding figure 
Item, and source of information U.S.AP for all oversea sub- 
sidiaries) 


Credit items 
Payments for information made by 
U.S.A. subsidiary to rest of group 
(question 10) 820 (6,510) 
Cost of formal research done by U.S.A. 
subsidiary, excl. that of relevance to 
U.S.A. only (questions 6 & 7) 1,650 (6,830) 
Value to rest of group of informal 
know-how originating in U.S.A. sub- 
sidiary (question 12) 26800 tu « (6,720) 
Deductions 


Cost of research done by rest of group 
which is primarily for the benefit of the 


U.S.A. subsidiary (question 9) —290 (-630) 
Cost to rest of group of transferring 

information to and from U.S.A. Assumed negligible 
Payments made by rest of group to 

U.S.A. for information (question 8) 0 (-740) 


Additional income from licences, etc. 

which would be obtainable if group were 

not manufacturing in U.S.A. (question 11) -—700 (—5,150) 
Net gain 4,780 13,530 


a This is the figure which has to be added to the recorded profits of the U.S.A. subsidiary 
to arrive at the total gain which the group derives from the subsidiary: many companies 
keep their books in such a way that much of the ‘true’ gain from research-sharing, etc.is 
embodied in the profits of their subsidiaries — e.g. because little or nothing is charged 
to them for the supply of research results and know-how. 

b The Unilever companies in the U.S.A. are subsidiaries of the Dutch Unilever N.V., and 
are therefore outside the scope of our enquiry. 


For each company it was also possible to arrive at a combined figure covering 
all its overseas subsidiaries. This is not meant to represent the los& which 
would occur if all the subsidiaries were lost simultaneously: we have not at- 
tempted the impossible task of comparing Unilever’s position as it is with a 
hypothetical position in which it had no subsidiaries at all. Rather, it is the 
sum of the losses which would arise if each of the subsidiaries in turn were lost, 
leaving all the rest in operation. Its usefulness is essentially for calculating an 
average loss per £1 million of overseas capital — a topic which we discuss in 
the next chapter. 


The elements in this calculation can be seen from Table XXIV.1, which gives 

the outcome for all subsidiaries in the U.S.A.: such figures not only show the 
logic of the procedure, but also the orders of magnitude of the various items. The 
items are described in the language applicable to a single country; the combined 
figures for all countries are however also given, because the contrast is inter- 
esting. These figures are fully comparable, but they are put in brackets to 
emphasise that the descriptions of the items — and particularly the references to 
the question numbers — do not apply exactly. 


The full set of figures derived from the calculations are given and discussed in 
the next chapter; we can, however, immediately see that the U.S.A. accounts for 
about one-third of the net gain for the world as a whole, with a disproportionately 
large figure for informal know-how supplied, and a very small one for payments 
made to the rest of the group for information received. 
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XXV Productivity Effects: Statistical 
Results 


This chapter gives the main results of our research into productivity effects. 
Except where the contrary is stated, the figures for ‘net gain through knowledge- 
sharing’ are to be taken as measuring the amount which has to be added to the re- 
corded profits of the overseas subsidiary, rather than the true gain which that pro- 
cess brings — for reasons which have been discussed at length in the preceding 
chapter. 


As we only asked for the figures for one year (1964, the last year covered by our 
main enquiry) the results have where possible been related to the assets at the 
beginning of that year (i.e. end-1963), on the same principle as we used for profits! 
In percentage form it is reasonable to add this gain to the average percentage for 
profits, taken over the whole survey period. 


A. Analysis by Industry 


Table XXV.1 goes straight to the heart of the matter by giving the net gain for 
each industry, and relating it first to net operating assets and then to U.K. stake. 
Since the benefit which knowledge-sharing brings to the group (and so to the U.K.) 
is essentially independent of the size of minority interests in the oversea sub- 
sidiary, the numerator of this fraction is the same in each case, so that the per- 
centage of U.K. stake is higher. 


The figures given in the table— roughly 0.8 per cent and 1.0 per cent respectively 
for manufacturing as a whole —may seem rather low in view of our consistent at- 
tempts to ensure that we were getting an upper limit; but in large measure this 
reflects the fact that the benefit from the flow of knowledge, made possible by 
overseas investment, accrues to a great extent in the form of oversea profits, 
rather than payments by the subsidiaries to the U.K. for research and know-how. 
The lowness of the figures also reflects the need to deduct the payments which 
the companies reckoned that they would have received as licence fees, if they 
had not been producing themselves in the various countries. 


_ We shall explore the above point further in the course of this chapter, but first we 
should note the substantial differences between the figures for different industries. 
It is not perhaps surprising to find Chemicals at the top of the list, with 3 per cent 


1 For the country figures, our records were unfortunately in such a form that we 
had to use 1964 assets as the denominator, but the difference is seldom of any 
importance to the picture. 
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on U.K. stake, since the flow of knowledge is clearly of great importance in such 


an industry. 


r 


Table XXV.1. Gain to the U.K. from knowledge-sharing, by industry 


Net gain Net gain as % of : 
from 
Industry knowledge. = (a) Net opera- 4) UK. stake 
sharing ting assets (end-1963) 
(1964) (end-1963) 


(£ million) 


Chemicals 2.99 oS 3.0 
Non-electrical Engineering 0.33 1.4 Lf 
Food, Drink, Tobacco, etc. 4.69 0.8 0.9 
Electrical Engineering 0.60 0.7 1.0 
Vehicles & Components 0.95 0.7 0.9 
Building Materials, etc. 0.26 0.3 0.4 
Metals & Metal Products 0.47 0.2 0.4 
Paper 0.07 0 0.1 
Textiles 0 0 0 
Total Manufacturing 12.93 0.8 1.0 
Total Manufacturing — on 
replacement cost basis IPA U7 0.9 
Mining? 0.60 0.4 0.7 
Total of above 13.53 0.7 1.0 


Notes: The ‘net gain’ is the amount to be added to profits, as recorded, not the 
‘true’ gain: see Chapter XXIV. 


a Includes only those mining companies that reported feed-back (see p. 388). 
Plantations are omitted, as all items are small or zero. 


Composition of Net Gain 


These figures are perhaps easier to understand with the aid of Table XXV.2, 
which shows how the net figure is arrived at, industry by industry. 


For the reporting companies as a whole, it will be seen that the three positive 
items are all of the same broad order of magnitude, with the payments made by 
overseas subsidiaries for information supplied as the smallest. This item is well 
below the amount which might more ‘correctly’ have been charged to them (with 
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Table XXV.2. Composition of gains from knowledge-sharing, by industry 
(1964; £7000) 


Credit items Deductions pa 
Pay- 
ments Formal 
for research Value of | Income A 
informa- useful informal | from Other NET 
Industry tion to know- | licences deduc-] Gary 
by rest of how foregone as 
sub- group 
Sidiaries 
Chemicals 1,258 3,474 2,110 950 S39R\eo7053 
Non-electrical Engineering 113 a4 45 135 405 329 
Food, Drink, Tobacco, etc. 1,479 646 3,450 843 42 | 4,690 
Electrical Engineering L702 64 125 1236 54 601 
Vehicles & Components ie tow 1,314 320 1,400 433 952 
Building Materials, etc. Zo? 40 20 50 0 262 
Metals & Metal Products 257 10 500 DS 25 469 
Paper St 100 65 120 3 13 
Textiles 0 10 25 35 0 0 
Total Manufacturing 6,243 6,369 6,660 5,042 1,301 {12,929 
Mining? 265 458 60 108 Wi 598 
Total of above 6,508 6,827 6,720 Sa 50 Perle37 Sais3527 
L 1 SBE 


a Cost of research done specifically for overseas subsidiaries, plus payments 
by rest of group to overseas subsidiaries. The cost of transferring information 
is assumed negligible. 


b Includes only those mining companies that reported feed-back. 


- consequential reduction in their profit figures) -—a subject to which we return in 
the last section of this chapter. Its lowness is emphasised by the fact that it 
only modestly exceeds the companies’ estimate of the additional licence fees 

-etc. which might have been obtained if they had not been producing overseas 
(which is itself almost certainly an under-estimate, since our policy was to get 
an upper-limit figure for positive items and a lower-limit one for deductions). It was 
plain that in many cases valuable knowledge was being passed to subsidiaries in 
countries from which the company reckoned that little or no licence revenue could 
have been secured, but the absence of any charge concealed the fact that this is 
a way of making use of knowledge which would go to waste without overseas 


production. 
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As between industries, the pattern is very varied. The figures for Chemicals are 
all high (including the deductions), but the overseas research figure is exceptional 
accounting for well over half the manufacturing total. (As a rough yardstick, 
Chemicals is about one-eighth of the manufacturing total, in terms of assets). The 
high position of Non-electrical Engineering (which represents under 2 per cent 

of the total manufacturing assets) also reflects a very high figure for overseas re- 
search — which is however partly off-set by a large payment from the rest of the 
group. Electrical Engineering (under 5 per cent of the sample by assets) accounts 
for one-quarter of the total, both for payments by subsidiaries and for licences fore 
gone, owing to the high figures for certain consumer goods. 


Relationship with Profits 


Since we have defined the knowledge-sharing benefit in such a way as to make it 
complementary to our profit figures, the first thing to do is to put them together, 
and this is done in Table XXV.3. Again, we give figures in relation to both opera- 
ting assets and U.K. stake; both profit rates are expressed after overseas tax, as 
we are concerned with the benefit to the U.K. 


Table XXV.3. Return from profits and knowledge-sharing — subsidiaries of manufacturers 


(Percentages) 
(1) (2) (3) (4) (S) (6) 
Gain from Gain from 
Industry Post-tax knowledge- (1) & (2) | Post-tax knowledge- (4) & (5) 
profits sharing combined profits sharing combined 

Building Materials, 
etc. 13.8 O:3 14.1 13.7 0.4 14.1 
Food, Drink, : 
Tobacco, etc. 8.5 0.8 923 8.8 0.9 O27 
Textiles 8.0 0 8.0 ead (0) Paci 
Chemicals Vests 253 10.0 8.4 3.0 11.4 
Metals & Metal 
Products 6.8 Or TOO 7.4 0.4 7.8 
Paper 6.2 8) 6.2 Phat 0.1 7.8 
Electrical 
Engineering 5.6 0.7 6.3 5.4 fi) cP Oeet 
Vehicles & 
Components 5:3 Ons 6.0 5.0 0.9 5.9 
Non-electrical : 
Engineering 5.3 1.4 Ost 4.5 Lez 6g 
Total ee 0.8 8.5 our 1.0 9.1 


Total (adjusted* ) 


Notes: Columns (1) and (4) are 9-year averages; (2) and (5) were calculated by dividing 
the gain from research, etc. in 1964 by assets at end-1963. 


a Calculated on replacement cost basis, with stock appreciation eliminated. 
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As the industries have been arranged in descending order of profitability it is 
easy to see that there is very little correlation, either positive or negative, be- 
tween profitability and benefit from knowledge-sharing: the order of the figures 

in the knowledge-sharing column is higgledy-piggledy. In view of the above — and 
of the relatively small figures for knowledge-sharing — the order of the industries 
is not much changed when this item is added to the plain profit percentage, though 
there are some movements — notably rises for Non-electrical Engineering and 
Chemicals and a fall for Paper. 


B. Country Analysis of Feed-back 


It is obviously of considerable interest to analyse the results by country —to see, 
for example, which countries yielded on average a big feed-back of knowledge in 
proportion to the amount of capital invested, or which ones showed a big net gain 
(allowing for the other items involved), and how far the experience in individual 
cases diverged from the average. This analysis presents considerable technical 
difficulties, owing to the way in which the data was collected (which in turn re- 
flected the need to keep demands on the companies down to the minimum); but on 
the important points we have data which covers most of the total, and we have 
tried to fill it out by estimating the country allocation for the remainder. 


This section deals with the feed-back of knowledge from the subsidiaries to the 
rest of the group —an item which is difficult to estimate, but for which the results 
are not affected by the vagaries of accounting practices. It is the sum of two 
items: research done by the subsidiary which is useful to the rest of the group 
(valued at cost) and the estimated value of informal know-how transmitted to the 
rest of the group. 


First, we can show fairly clearly how much capital is invested in subsidiaries 
from which the companies reckon that they receive no significant feed-back of 
useful knowledge. The border-line between ‘some’ and ‘none’ is of course bound 
to be a little arbitrary, but Table XXV.4 conforms with the companies’ reactions 
to our question. 


It will be seen that 89 per cent of the capital in U.S.A. is in subsidiaries which 
are reckoned to yield a significant feed-back of knowledge, but that for most 
countries the proportion is nil, and for the world as a whole it is only 41 per cent. 
Although the table does not reveal the fact, the proportion by number of sub- 
sidiaries which yield a significant feed-back is much smaller. 


Table XXV.5 takes the subsidiaries which gave a significant feed-back of know- 
ledge, and shows the value of it for each country, divided between the two types. 
Since we know that there was some feed-back from other subsidiaries, mainly of 
an ‘informal’ kind, the table also includes an estimate of the total feed-back from 
each of these countries, and also a figure for the rest of the world. The value of 
the feed-back is expressed as a percentage of the relevant figure for net operating 
assets, so that for each country we have one percentage for those companies 
which gave a significant feed-back, and a lower one for the whole lot. Since this 
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Table XXV.4. Subsidiaries with significant ‘feed-back’, by country 


(Subsidiaries of manufacturing* companies only; £ million; 1964) 


Net operating assets 


Subsidiaries Percentage 
All with with 

Country subsidiaries significant significant 

feed-back feed-back 
U.S.A. 328 292 89 
West Germany 60 44 74 
Australia a3 213 68 
Canada 418 201 48 
France 34 15 44 
India 133 33 24 
South Africa 152 15 12 
All other countries 546 0 0 
World 1,964 813 41 


a Including mining companies with significant feed-back. 


latter figure is the one with the greatest economic significance, the countries 
have been arranged in descending order of its size. 


Table XXV.5 may largely be left to speak for itself, but a few brief comments may 
be useful. It shows, for example, that the value of feed-back is considerably 
greater for the United States than for any other country — accounting for £5.0 
million out of a total of £13.6 million — but that West Germany shows a decidedly 
higher return in proportion to assets — 2.5 per cent against 1.5 per cent. It is also 
interesting to see that Canada comes third on the list, and that India is included 
as a source of knowledge. Denmark, Italy, Argentina and Brazil do not appear on 
the list, but one must remember that our sample included very few subsidiaries in 
Denmark and Italy, and not many in the South American countries. 


So far as the composition of the feed-back is concerned, the most noteworthy point 
is that subsidiaries in the United States show a figure for informal know-how whick 
is almost twice as high as that for research of use to the rest of the group, where- 
as in almost all other countries the latter is the higher (for subsidiaries contribut- 
ing a significant feed-back). This result was to be expected: the United States is 
an expensive place in which to do research, so that where possible research tends 
to be done by the parent company and its results transmitted to the U.S.A., but it 
is a great source of general expertise. This informal know-how was, indeed, 
valued by the companies at the equivalent of 1 per cent per annum on’ the operating 
assets, which is a considerably higher return than for any other country. West 
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Germany, on the other hand, owes its top position to a flow of useful research 
equal to some 2 per cent on the operating assets. : 


This dis-aggregation of the ‘knowledge return’ makes it a good deal easier to 
understand why Germany came so much higher than the United States, but it is 
nevertheless pertinent to ask how far it might also be explained in terms of ‘in- 
dustry-mix’: is it simply a case of subsidiaries in Germany being concentrated in 
industries for which feed-back is large? 


In view of the small number of companies involved— and the need to preserve con- 
fidentiality — we cannot give a very definite answer, but a brief investigation 
showed that the industry-mix factor is indeed an important one. Table XXV.6 
divides the U.S.A. and German subsidiaries into two broad groups — those in ‘high- 
gain industries’ (i.e. the four industries which gave the highest feed-back in pro- 
portion to assets, as deduced from Table XXV.3) and the rest. The result which 
emerges is that in the first group the two countries show almost the same rate of 
feed-back return — about 2.7 per cent — and in the second group the return is neg- 
ligible in both countries; Germany, however, has very little British capital in the 
second group. 


Table XXV.6. Analysis of feed-back from United States and West Germany 


(Subsidiaries of manufacturing companies®; £ million; 1964) 


United West Feed-back as % 
States Germany net operating assets 
Net Net 
operating Feed-back| operating Feed-back| U.S.A. W. Germany 
assets assets 
‘High-gain’ 
industries 176 4.7 53 1.5 oe woe ei 
‘Low-gain’ 
industries? 152 0.3 | 0 a2 0 


a Including those mining companies with feed-back. 


b The four industries which reported the highest percentages of feed-back on net 
operating assets (for all overseas countries); namely —Chemicals, Non-electrics 
Engineering, Food, Drink, Tobacco, etc. and Vehicles & Components. 


It would be a gross over-simplification to say that the affair is wholly one of dif- 
ferent industry-mix: the differences between the rates of feed-back are very great 
for each of the four high-gain industries taken individually, with each country 
having the advantage in two of them. Nevertheless, it is clear that this particular 
difference cannot be understood without delving below the aggregate figures into 
the industry details. 
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om Country Analysis of Knowledge-Sharing. 


For the net gain from knowledge-sharing as a whole, the main country figures are 
given in Table XXV.7. In broad outline the picture is almost absurdly similar to 
that given for feed-back in the last two columns of Table XXV.5: by and large, 
the other items which go into net gain tend to cancel out, not only in the aggre- 
gate but also in individual countries — though there are naturally some important 
exceptions. 


Table XXV.7. Gain to the U.K. from knowledge-sharing 


(Subsidiaries of manufacturing companies?; 1964) 


Net Gain as % of: 


Net gain 
Country from (i) Net “fy 
research, etc. operating assets Aiehyystane 


(£ million) 


W. Germany 1.46 225 Dink 
U.S.A. 4.78 hes 1.9 
France 0.50 1.5 252 
Canada 3.09 0.7 1.4 
Australia 2.19 0.7 0.9 
India 0.78 0.6 0.8 
South Africa 0.13 0.1 0.1 
All other countries 0.60 0.1 deol 

Total 13.53 0.7 0.9 


a Including those mining companies with feed-back. 


Once again Germany comes ‘top of the league’, a good deal ahead of the U.S.A., 
despite the fact that in absolute terms the latter accounts for one-third of the 

total gain. An analysis was done to see how far this is merely a matter of industry- 
mix, and the results were very similar to those given for feed-back in Table XXV.6: 
the high-gain industries showed much the same percentage return for each country, 
and for the low-gain industries both figures were small. Industry-mix is therefore 

a major element in producing the contrast. 


The figures for knowledge-sharing are set alongside those for profits in Table 
XXV.8. It is unfortunately not possible to break down the figure for knowledge- 
sharing for the countries grouped as ‘other’: there is a strong general presumption 
that for any particular country it would represent a very small percentage of the 
assets involved, but it always might be a significant positive item (e.g. because 
some of the subsidiaries in that country had been charged a substantial amount 
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for know-how) or a significant negative item (because large licence fees had 
been foregone). . 


Table XXV.8. Return from profits and knowledge-sharing 


(Subsidiaries of manufacturing companies ®; percentages) 


Return on net operating assets Returm on U.K. stake 
(1) (2) (3) (4) (5) (6) 
Net gain Post-tax Net gain 
Countr Hpsttax from (1) & (2) profits from (4) (3) 
u profits knowledge- combined to U.K. knowledge- combined 
RAR sharing (9-year sharing 
BYELBES) sik 4964) average) (1964) 
West Germany 22.6 pp Load 22.8 seed fp 
South Africa 10.0 0.1 ORE 10.4 0.1 10.5 
U.S.A. 9.0 oe 10.5 8.6 1.9 10.5 
India 9.0 0.6 9.6 8.6 0.8 9.4 
Australia 8.2 O27 8.9 7.6 0.9 8.5 
Canada Sag On 6.0 eee 1.4 6.9 
France 3:0 15 4.5 1.9 Dez 4.1 
All other 
countries 6.9 0.1 7.0 7.8 0.1 7.9 
World Saat 0.7 8.4 8.1 0.9 9.0 


a Including mining companies which reported significant feed-back. 


As the countries are arranged in descending order of profitability, one can judge 
broadly whether profitability and knowledge-sharing are positively or negatively 
correlated by seeing whether the figures for the latter are in descending or ascend- 
ing order. In fact, however, the order is again higgledy-piggledy: the first country 
— West Germany —has the highest return from knowledge-sharing, but the second 
one — South Africa—has the lowest. 


Similarly, the addition of the gain from knowledge-sharing does very little indeed 
to alter the order of the countries when we look at the combined returns in columns 
(3) and (6). 


D. ‘True’ Figures for Knowledge-Sharing 


As was emphasised repeatedly during the preceding chapter, the fundamental 
object of our research was to establish how much should be added to the recorded 
profits of a subsidiary, in order to assess the total loss to the group which its 
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disappearance would cause — rather than the ‘true’ gain from the sharing of know- 
ledge as such, which should be independent of the particular system of book- 
keeping adopted by the group. 


The latter concept is however of considerable interest in itself; moreover an idea 
of its size would be useful for helping people, who may find our figures surpris- 
ingly small, to reconcile them with their ideas about the importance of knowledge- 
sharing. This section explores briefly the questions involved, in an attempt to 
establish the order of magnitude. 


So long as we are concerned with the type of one-subsidiary-at-a-time change dis- 
cussed in this report, and so long as we are concerned with the effect on the group 
of losing (or gaining) a subsidiary, the ‘intellectual’ problems involved in the 
changed concept are not very difficult: they are in fact limited to changing the 
two ‘payments’ items in our calculation (numbers (1) and (6) in Table XXIV.1) 
from their actual size to ‘what they should have been’'. The basic elements in the 
gain from having an extra subsidiary can still be thought of in the same way:— 


(a) The rest of the group gets its own research cheaper, because it is able to 
charge part of the cost to the new subsidiary (but we must not include in this 
charge any payment for additional research done specially for this subsidiary 
and — more important — we must deduct any loss of licence revenue). 


(b) The group gets the benefit of research done by the new subsidiary which we 
value at the (full) cost of that part of its research which is not ‘of local in- 
terest only’, in return for a payment equal to part of that cost. 


(c) There is a gain to the group from informal know-how derived in the new sub- 
sidiary. 


How then do we arrive at revised figures for the payments items? Rather different 
considerations arise in each case. 


Payment for Research in U.K. 


The total amount of research and development expenditure done in the U.K. by 
our sample in 1964 was as follows:— 


Market research £ 7 million 


Production research and development £ 109 million 
Total 2 116 million 


It is tempting — and indeed useful as setting an upper limit —to apply ‘pro-rata’ 
principles and say that the U.K. research costs should be allocated between 


1 This phrase is to be taken in its economic sense only. In some cases there 
are legal difficulties in charging oversea subsidiaries for research, or the 
amounts may be limited by concern for minority shareholders to a figure which 
is ‘clearly justifiable’. 
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Country X and the rest of the group in proportion to output. Moreover the same 
simple rule can be applied in turn to each subsidiary, and we can say that the 

total amount payable by the oversea subsidiaries would be a pro-rata share of 

the U.K. expenditure, given by the share of overseas output in the total for the 
group. This gives a total overseas allocation of £42 million in respect of U.K. 
research. 


The above principle might appear to correspond with a long-term system of arms’- 
length pricing, such as might be used between independent companies — which is 
what we want. There are however some awkward snags. 


One important difficulty is that some at least of the U.K. research, especially on 
marketing, is likely to be ‘essentially of relevance to the U.K. only’ —to adapt 
the phrase which we used for overseas subsidiaries on our form—so that none of 
this should be charged out. In principle an estimate might be requested for this, 
but it would usually be a much more difficult question to answer than it was in 
relation to overseas subsidiaries. 


A more fundamental difficulty is that in a multi-product company the calculation 
should logically be done on a product-by-product basis, or at least division by 
division: the ratio of research to production is likely to be higher in the new and 
developing products, many of which are probably not produced in the overseas 
subsidiary, and it may be very low in the staple products which the subsidiary 
does manufacture.' The calculation is therefore likely to produce an over-estimate 
on this score also. 


Since it is often useful to have an upper limit, however, the computation below 
starts by giving a figure based on straight pro-rata principles. An alternative 
figure is also produced — rather arbitrarily — by first eliminating from the U.K. ex- 
penditure the same proportions (57 per cent for ‘marketing’ and 30 per cent for 
‘production’) as emerged for all the overseas subsidiaries with significant feed- 
back, taken together; these proportions are doubtless too high to represent re- 
search which is ‘of U.K. interest only because it is specifically adapted to U.K. 
conditions, but they thereby make some allowance for the second factor also. This 
gives a figure of £29 million in place of £42 million? 


1 We do not have to worry about the simpler argument, that the subsidiary ‘does 
not cover the whole range of products, and so should not be charged for types 
of research of which it makes no use’: in itself, this limited coverage means 
that its output is correspondingly low, and if the total for research is to be 
analysed by commodity, one can say that the over-charge on the items which 
it does not make is off-set by the fact that it is correspondingly under-charged 
for research on products which it does make. The trouble comes from the 
tendency for subsidiaries to concentrate on staple products with a low ratio 
of ‘expenditure on research’ to ‘group output’ 


2 The calculations in the table in fact covered the small amount of ‘generally 
useful’ research done by subsidiaries outside Country X, as well as research in 
the U.K.; part of that expenditure should similarly be allocated to Country X. 
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Payments for Research in Country X 


Here we have the advantage of the companies’ estimates of how much of the re- 
search expenditure was of local use only, so that we can eliminate this. The for- 
mal problem is then to estimate how much of the remainder ‘should’ be charged to 
the rest of the group. In the calculation of net gain, this amount will then appear 
as a deduction from the value of the useful research, which we take as equal to 
its cost; it is in some ways easier to invert the problem and discuss how much 
should be charged to the Country X subsidiary, since this in fact equals the ‘true’ 
net benefit to the rest of the group. 


It is useful to start by emphasising that the amount at stake is relatively small. 
The total amount of research which was useful to the rest of the group was under 
£7 million, which compares with £29 million as the smaller of the two figures dis- 
cussed above for the amount to be charged out for U.K. research: we do not need 
to be very pernickety over the less important points. 


The simplest approach, corresponding with the one indicated above, is to argue 
that for each company the cost of the ‘generally useful’ research in Country X 
should be divided between Country X and the rest of the group in proportion to 
production in each area. 


This gives however too low a figure for the amount to be allocated to Country X, 
because its output is typically concentrated in a narrower field than production 

for the group as a whole. In contrast to the position portrayed in the footnote on 
page 328 above, this means that production in Country X is concentrated on lines 
with a high ratio of ‘research expenditure in Country X’ to ‘production in the group’. 
The resultant figure is therefore unsuitable for use in our ‘upper limit’ calculation, 
and is used for the alternative. 


For the upper limit we can — at the risk of a rather high ‘exaggeration factor’ in 
this item — equate the benefit under this head to the full cost of the ‘useful’ re- 
search done in Country X, less only the (very low) payments actually made to 
Country X by the rest of the group. 


We then get the picture given in Table XXV.9. From this it will be seen that on 
the ‘modified’ basis — which is the more realistic —the net gain represents a re- 
turn of nearly 2 per cent on the book value of net operating assets and of 2% per 
cent on the U.K. stake; if the assets are revalued at replacement cost, these 
figures are slightly reduced. 


Two points need to be made in relation to these results. First, they show that 
the main constituent in the gain from knowledge-sharing lies in the fact that over- 
seas subsidiaries can use the results of research done by their U.K. parent 
without any further cost to the group. Admittedly our estimate for this item may 
be on the high side, for three reasons:— 


(a) It assumes that the addition of an extra subsidiary will not add anything to 
the expenditure on research in the U.K. which would not have been worth- 
while anyhow, apart from research done specially for that subsidiary. 


(b) It ignores the additional cost of transmitting the information from the U.K. 
to the subsidiaries. 
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Table XXV.9. ‘True’ gain from knowledge-sharing 


(All subsidiaries of manufacturing groups; * £ million; 1964) 


Item ‘Extreme’ ‘Modified’ 
estimate estimate 


(a) Saving in cost of research done 
by rest of group 


(i) Payments ‘due’ from Country X 44 31 
(42 for U.K.) (29 for U.K.) 


less (ii) Cost of special research done for X —1 -1 
and less (iii) Additional income from licence fees 
foregone as su! 
Net saving> 38 25 
(b) Research obtained cheaply from Country X 
(i) Value to rest of group / Z 
less (ii) Payment ‘due’ to X for this research sly =5, 
Net gain ya8 oe 
(c) Value to rest of group of informal know-how 
originating in X 7 7 
‘True’ net gain (a + b +c) =e 34 
Net gain as percent of : 
Net operating assets (book value)(%) 2.8 1.9 
Net operating assets (replacement cost basis) (%) 2e5 Iv 
U.K. stake (book value)(%) Se, eS 
U.K. stake (replacement cost basis) (%) 323 Zn 


a Including mining companies which reported significant feed-back. 


b The costs of transmitting information have been ignored. 


(c) The estimated income from licence fees foregone is on the low side. 


Nevertheless, as a generalisation we can say that this extended use of knowledge 
acquired in the U.K. is the important item, rather than the technological feed-back 
from the subsidiaries, even though that item can be very important in particular 
cases. In part, of course, this reflects the fact that a great deal of U.K. invest- 
ment is in industrially less advanced countries. 


Secondly, it is clear from this table, especially taken together with Table XXV.3, 
that the gain from knowledge-sharing is an important factor in relation to the total 
return obtained from overseas subsidiaries; the common practice is for most of 
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this gain to be incorporated in the overseas profits of the subsidiaries, rather 
than to appear as a separately visible item, but this does not make it any less 
real. We shall be considering this matter further in the final chapter. 
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XXVI The Over-all Picture 


The title of this chapter is a bit of a fraud: it is not possible to put into one 
chapter an over-all picture of so vast a subject. Nor are we attempting to list 
here all the numerous findings from the research, or even to give a comprehensive 
guide to them; that task is attempted in the Summary below. 


Nevertheless it seems right to attempt, at the end of a two-volume report, to 

bring the main issues into some sort of general focus. We shall in fact be dealing 
mainly with those treated in Part V, because the effect on the national income 
provides the natural framework for an over-all review: we also take the opportunity 
to remind the reader of some of the things which have been left out or sketched’ 
very lightly. 


A. General Nature of the Results 


To start with this negative side, let me simply list the following points:- 


(a) We have made no attempt to cover all types of direct investment overseas. 
The Interim Report discussed this matter at some length in Appendix B 
(pages 138-40), and we have now added a sample of plantation companies 
(described in Appendix I); but we have had to abandon the hope of assessing 
the effects of overseas investment by the oil companies. 


Putting the matter positively, the heart of the research lies in the study of 
the subsidiaries of manufacturing companies — a sufficiently big and varied 
field in itself to tax any organisation’s resources — with valuable extensions 
into mining and plantations.!' 


(b) To make the picture manageable we have had to simplify it in many ways. The 
process of development of an overseas subsidiary is usually one of dynamic 
change, with the effects of overseas investment altering from one stage to 
another: ? we have not attempted to produce statistics showing this develop- 
ment as a historical process, but rather to take a composite picture of the 
average effects of all the developments taking place in one period. 


(c) The effects of overseas investment have been simplified by dividing them 


1 The U.S. Report by Hufbauer and Adler was confined to subsidiaries of 
manufacturers. 


2 See the Interim Report, page 33, for a brief account of a typical process. 
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into two main categories: ‘initial effects’ which take place when the invest- 
ment is being done, and ‘continuing effects’ attributable to that investment, 
taken as an average over all subsequent years. 


(d) Our main results have necessarily to be given in the form of averages. We 
have of course given separate figures for investment done by U.K. companies 
belonging to different industries, and also for investments done in different 
countries; these serve incidentally as a statistical reminder of our oft- 
repeated statement that the sort of over-all averages discussed in this chapter 
(and also in the final chapter of the Interim Report) conceal a great deal of 
diversity. But it is important to remember that this diversity persists into the 
next stage of analysis — i.e. when one considers the experiences of individual 
companies within one industry, or operating within one country. We have 
given some indications of these inter-company variations in experience in the 
enlarged version of Table IV.8, on page 359; but in the main we have had to 
be content with verbal reminders of the importance of this element. 


Next, we should remember some fundamental points of definition or (horrible word!) 
methodology. 


(i) We have been concerned to assess ‘the effects of overseas investment’ in the 
sense of what the consequences would be of doing rather less or rather more, 
and not to make a comparison with the totally different position which would 
emerge if all the overseas subsidiaries were to disappear: this seems to be 
the only question which is of practical interest, and it is the only one which 
our techniques are capable of answering. For this reason, all our results are 
expressed ‘per £100 invested’ in one sense or another, and not as absolute 
aggregates. 


(ii) Our results are based on the assumptions set out in Appendix C, which we 
believe to represent a reasonably good approximation to the conditions actually 
prevailing in the period considered. It would be quite illogical to apply the 
results (for example) to conditions of general slump, because the economic 
reactions would then be of a different character, quite apart from the changes 
in (say) the level of profits. 


(iii) In the nature of the case, the numerical values found for the various ‘effects’ 
are liable to change from one period to another, even though the basic 
assumptions about government policies and the like remain unchanged. This 
is a matter on which one can only leave each reader to make his own assess- 
ment (or guess) about the alterations which he expects to take place in the 
period in which he is interested: we can do no more than provide a base. 


B. Direct Effects on the National Income 


As was explained in Chapter XXIII, the main direct effects on the national income 
are those which accrue through the level of profits earned by the overseas sub- 
sidiaries (as contrasted with the relevant alternatives) and through the effects 
which an additional (or enlarged) subsidiary has on the productivity of the rest of 
the group. 
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It should perhaps be emphasised that so far as these direct effects are concerned 
we are dealing only with ‘continuing’ effects. The ‘initial’ effects on the U.K. 
national income of actually doing overseas investment are necessarily zero on 
our assumptions, at least to a close approximation, because we assume that the 
level of employment and activity in the U.K. will not be significantly changed; in 
national accounts terms this reflects the fact that the effects of doing rather more 
overseas investment will be an increase in exports equal to 11 per cent of the 
amount involved, but this will be matched by a corresponding decrease in home 


investment. 


On different assumptions about the U.K. economy it would, of course, be possible 
to arrive at the conclusion that overseas investment would have a significant 
initial effect on the U.K. national income, but such assumptions did not seem to 
us realistic in relation to the circumstances of the period considered. If, for ex- 
ample, the country were in the depths of a slump, then the extra exports gener- 
ated by the overseas investment would not be matched by a fall in home invest- 
ment, unless the government chose to pursue such a policy: it would be more 
reasonable to expect that the additional exports would start a ‘multiplier’ process, 
whereby the extra incomes of those engaged in the export trade would lead to 
additional consumption, and so to additional employment and incomes in the trades 
producing consumer goods — and very possibly also to additional home invest- 
ment. This process, would, of course, also involve an increase in imports, so 

that the balance of payments would suffer; but all these considerations belong to 
a set of assumptions which would not have been realistic in the period considered. 


Profits and Knowledge-sharing 


Table XXVI.1 shows, for the whole sample, the level of post-tax profits and the 
net gain from knowledge-sharing (in the sense of the amounts which should be 
added to the profits as recorded), expressed first as a percentage of the net 
operating assets and then as a percentage of the U.K. stake. The figures are in 
conventional book-keeping form, without adjustment to a replacement cost basis 
and without any deduction for stock appreciation. 


To some extent this table duplicates Table XXV.3, and for that reason it does 
not repeat the figures for the individual manufacturing industries: it is necessary, 
however, to have a table covering the whole field, rather than one which is con- 
fined to the part of it for which knowledge-sharing yielded positive Penphitas in 
order to see the whole picture. 


These figures represent the ‘positive’ items in the assessment of the continuing 
effect of overseas investment on the national income. As was stressed in 
Chapter XXIV the division between ‘profits’ on the one hand and ‘gain from 
knowledge-sharing’ on the other is very much influenced by book-keeping prac- 
tices, but the total is not seriously affected by these. It needs to be set against 
the contribution which might have been made to the national income by the £100 
in the absence of the overseas investment: in the main, the alternative to the 
overseas assets would have been the avoidance of international obligations, or 
the accumulation of portfolio assets abroad, rather than an increase in real 
assets in the U.K., but the relevant comparison is with the return on £100 of 
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Table XXVI.1. Returns from overseas subsidiaries 


Item Manufac- Mining Planta- Whole 
turing tions sample 


Returns us % of net operating assets 


Post-tax profits, as recorded det 12.3 9.3 Saja) 
‘Additional’ gain from knowledge-sharing@ 0.8 0.3 0 0.7 
Total income return 8.5 12.6 9.3 8.9 
Ditto, plus capital appreciation 10.9 21.9 Well 13,5 


Returns as % of U.K. stake 


Post-tax profits, as recorded 8.1 14.4 9.6 8.7 
‘Additional’ gain from knowledge-sharing* 1.0 0.4 0 0.9 
Total income return 9.1 14.8 9.6 9.6 
Ditto, plus capital appreciation 12: 26.9 7.9 13.0 


Notes: All figures of profits and assets are on basis of conventional accountancy. 


a This is the gain which has not been included in profits. 


alternative assets of one kind or another. In this respect, the position is 
different from that which we encountered on page 278, when trying to assess the 
effect on the current account of the balance of payments: there it was a matter 
of setting the profits on £100 of overseas assets against the financing charge on 
£89, since we were not directly concerned with the loss of income from £11 of 
capital inside the U.K., but only with the financing charge on £89 of overseas 
‘obligations’. 


Manufacturing 


The confrontation of the return from overseas investments with that of an equal 
value of alternative assets can be shown more clearly if we confine the field 

to the subsidiaries of manufacturing companies, since for them we have some 
approximate figures for the ‘economic’ return, in which the profits are calculated 
on a replacement cost basis, and with a deduction for stock appreciation. The 
figures on this basis are given in Table XXVI.2, showing a combined income of 
6 per cent on net operating assets and 6.4 per cent on U.K. stake. 


What should we take as our yardstick to set against these figures? We saw on 
_ page 278 that the most reasonable round figure to take for the external part of 

the alternative package was 3 per cent — the lowness of the figure being explained 
by the fact that we want a rate which represents a ‘real’ return, after allowing 

(in the case of money loans) for the decline in the value of money. 


The external component of the ‘alternative’ capital represents £89 out of the £100 
of net operating assets overseas for which we want an over-all rate of return. 
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Table XXVI.2. Returns from overseas subsidiaries of manufacturing groups 


% of ‘ % of 
Item net operating U.K. stake a 
assets # 
Post-tax profits, adjusted * 5 5.5 
‘Additional’ gain from knowledge-sharing p 0.7 0.9 
Total return 6.0 . 6.4 
Estimated ‘true’ gain from knowledge-sharing© ee. pe 


a Profits have been adjusted to a replacement cost basis, and a deduction made 
for stock appreciation; assets are on basis of replacement cost. 


b This is the gain which has not been included in profits. 


c This is the gain on the ‘modified’ basis used for Table XXV.9; it is already 
included in the total. 


The remaining £11 should, as explained in Chapter XXIII, be thought of as capital 
used for non-industrial purposes in the U.K., and we want the pre-tax, post- 
depreciation return on it. This must of course again be a ‘true’ return, not a con- 
ventional profit rate calculated on historic cost and with no allowance for stock 
appreciation; if we approach its estimation by looking at the rate of interest 
which users of such funds were prepared to pay, we must allow for the declining 
value of money. 


The estimation of an appropriate rate for this U.K. component is a task right out- 
side the main field of our research; in view of its small weight in the over-all 
total we devoted little time to it, and we do not feel that we should quote a 
separate figure for it. We are satisfied that the most appropriate figure is above 
the rate for the external component of 3 per cent, but not sufficiently above it to 
call for the substitution of any other figure. ! 


In round figures, then — and certainly nothing more is justified — the ‘true’ return 
to the U.K. from the direct investments overseas of its manufacturing companies 
was 6 per cent a year, against an ‘opportunity cost’ of 3 per cent a year. This 
does not, however, take account of any indirect effects on the national income 
arising through the balance of payments, discussed in section C of this chapter. 


1 As some slight elaboration of the above, one can make two simple points:- 


(a) The rate on the U.K. component would have to be 8% per cent to raise the 
weighted average to 3% per cent (and even a zero rate would still lead to 
an average of 2% per cent). 


(b) The average rate of interest received by building societies on mortgage 
advances was 6 per cent a year over the period, and retail prices were 


rising at 3 per cent a year. (We cannot of course measure the rise in prices 
which was expected.) 
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Importance of Knowledge-sharing 


One feature of Table XXVI.2 should be noted before we pass on to these indirect 
effects. Our estimates of the ‘true’ gain from knowledge-sharing are given in the 
bottom line of the table, and — despite their imperfections — the figures do 
emphasise the importance of this element. Thus even on the basis of net operating 
assets, knowledge-sharing represents 28 per cent of the total return, and if we 
take the return on U.K. stake, the proportion goes up to 34 per cent (because the 
value derived from sharing knowledge with a subsidiary is unaffected by the 
existence of outside creditors, etc., but the latter take part of the profits). 


This process of knowledge-sharing is one of the hall-marks of ‘direct’ investment, 
as opposed to portfolio: the figures show that it provides a substantial reason for 
the size and persistence of such investment. Indeed, it is likely that much direct 
investment by manufacturers would be unattractive if it did not provide a means of 
extending the use of existing knowledge, at little or no additional cost to the 
investing group, where an independent local firm would have to buy the knowledge 
or acquire it the hard way. 


ee Indirect Effects through Balance of Payments 


As was emphasised in Chapter XXIII, the effect of overseas investment — or 
indeed anything else — on the balance of payments is an interesting piece of 
knowledge, which may be highly relevant to policy decisions under particular 
circumstances, but which does not provide any direct, universally applicable 
guide to its merits or demerits. This section is little more than a reminder of that 
point, but seeks also to stress the complications of the matter, which spring very 
largely from the time element. 


The relevance of the issue is most easily understood by taking the simple proposi- 
tion that during the post-war years balance of payments crises have periodically 
led the government to pursue deflationary policies, which have improved our inter- 
national reserves (or slowed their deterioration) by reducing the national income. 
Hence any factor which tended to weaken the balance of payments may be held to 
have led indirectly to a loss of national income, which has to be superimposed on 
any direct contribution which it might make if we want the total effect — and 
conversely for any factor which tended to strengthen the balance of payments. 
Moreover these indirect effects would be relevant even in non-crisis years, 
because a ‘weakening’ factor (for example) would lead to a smaller accumulation 
of reserves and so hasten, or worsen, the next crisis — or the government might 
be pushed into pursuing a permanent policy of restraint. 


As was emphasised on page 131 of the Interim Report, it is in no sense part of the 
job of this report to discuss the policy problems which arise under such circum- 
stances: policy decisions can only be taken after a full review of the alternatives, 
in terms of both feasibility and the desirability (or usually undesirability) of their 
other consequences. What we can, and should, do is to stress the familiar conflict 
between short-term and long-term advantages, so far as overseas investment is 
concerned; perhaps it is relevant to repeat the summarised conclusion about the 
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balance of payments effects of overseas investment from page 130:- 


(i) An average act of direct investment overseas will strengthen the future 
balance of payments on current account, — even after deducting the interest 
payable on the overseas borrowing (or the equivalent) by which, at least 
from the national point of view, such an act of investment is almost wholly 
financed. 


(ii) In consequence, a steady rate of direct investment overseas would, if main- 
tained long enough, provide enough of an annual surplus on current account 
: A 1 
to finance the annual quota of new investment. 


(iii) Nevertheless each single act of direct investment overseas has an immediate 
effect on the balance of payments (capital and current account together) 
which is far larger than one year’s ‘continuing’ benefit, so that a restriction 
of the outflow brings a ‘cash’ or ‘financing’ benefit for a substantial. 
number of years. 


Thus we cannot say unambiguously that direct investment overseas either strength 
ens or weakens the balance of payments position: our terms have to be defined 
much more clearly, though to my mind the first of the above conclusions is the 
most important result of our research in this part of the field. Moreover a com- 
parison of the present inflow of profits with the present outflow of capital gets us 
no further towards an ‘operational’ decision: it is obvious that the inheritance of 
a stock of overseas assets is an advantage — ‘the bigger the better’. The only 
operationally meaningful questions relate to future policy. Here we can only say 
that a policy of restriction will bring an easing of the ‘cash’ problem for a sub- 
stantial number of years, but at the expense of making the long-run problem worse 
— and the change-round can be accelerated by a vigorous policy of seeking long- 
term overseas finance for development abroad, as stressed in Chapter XVIII, 
section B. 


D. International Relations 


In the above three sections we have been dealing essentially with the effects of 
overseas investment on the U.K: in particular, we have consistently worked with 
profits net of overseas tax. Two brief points are needed on a rather wider plane 

to round things off. 


First, overseas investment has consequences for the host countries — in particu- 
lar, the oversea government receives the tax which is not included in the returns 
to the U.K. This makes a contribution to one of our secondary national objectives 
especially where the oversea country is a less developed one. 


We gave some material in Chapter XVI which is relevant for the assessment of 


1 In view of the misunderstandings mentioned on page 238 above, I should 
emphasise that the proviso at the end of point (i).applies here too, so that the 
‘surplus’ is computed ‘after deducting the interest payable on the overseas 
borrowing ... by which ... the investment is almost wholly financed’. 
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these benefits, but we should stress that we did not attempt to carry the analysis 
very far: in particular, we did not explore the various possible assumptions which 
might be made about an ‘alternative position’ which would arise if the investment 
were not done by a U.K. subsidiary. It is possible, for example, that the tax 
revenue received from the British subsidiary might simply have been replaced by 
a corresponding revenue from an American one, if that would have been the alter- 
native. Where, however, the alternative would have been ‘no investment’ or 
investment by a local firm with inexperienced management the advantages of 
having the British subsidiary might be very great:' in particular, one must not 
assume for an under-developed country that full employment (or something like it) 
will prevail anyhow, so that the gains from an outside supply of capital and/or 
good management may far exceed the tax revenue received. 


Our second point lies at the other extreme. When our companies invest in the more 
developed countries, the U.K. loses the benefit of the corporation tax on the 
profits from that capital, and the contribution to our national income has been 
shown as correspondingly reduced. When American companies invest in the U.K., 
however, the position is reversed: the U.K. Government receives the tax on the 
profits which they earn here, and this is part of our national income. A double- 
tax agreement with the U.S.A. provides for this treatment, and I have no doubt 
that the two-way movement of capital which this fosters is beneficial to both 
countries — but on a wide view (covering technological knowledge etc.) I would 
say that the benefit to the U.K. is a good deal bigger. 


One cannot argue that a marginal reduction in the flow of direct investment to the 
U.S.A. and other developed countries would necessarily endanger the double-tax 
agreement — some countries might even welcome it for various reasons. But in 
assessing the gains from our overseas investment we should not forget that our 
loss of potential tax revenue to the host country has a counterpart on our side, 
which is particularly important in relation to the U.S.A.: we should above all 
avoid any action which might endanger a two-way flow from which both sides gain. 


1 It would be necessary, for a full treatment, to bring initial effects into the 
picture, as well as continuing ones: much of the discussion in Chapter XIX is 


relevant here. 


339 


SUMMARY OF BOTH REPORTS 


The object of this summary is to provide a brief guide to the main findings of the 
whole survey. It is clearly not possible or desirable to give full definitions and 
explanations of the concepts employed, nor to mention alongside each result the 
exact coverage of the relevant figures and the various reservations to be borne in 
mind in interpreting them. The text is therefore generously supplied with refer- 
ences to the parts of the reports which deal with these very important points, and 
all statements in this Summary are to be interpreted as subject to the fuller 
definitions etc. indicated in the reports.' 


The Summary is arranged in four parts, as follows:- 
A. Concepts and Methods of Working 

B. Effects on the Balance of Payments 

C. Effects on the National Economy 

D. Miscellaneous Findings. 


This arrangement corresponds very broadly to the order in which subjects are 
treated in the reports, but related points have been brought together as far as 
possible, and the fourth part provides a home for various by-products of the 
research. 


A. Concepts and Methods of Working 


The reports deal with the effects of direct investment abroad by British manufac- 
turing, mining and plantation companies on the U.K. balance of payments and the 
economy generally (Chapter I). The main source of information was a set of 
detailed questionnaire forms completed by companies accounting for about three- 
quarters of the investment in the specified categories, supplemented by inter- 
views with high-level officials (Appendices B, I, J, K). The comprehensive 
picture thus built up of the activities of the overseas subsidiaries and branches 
of these companies in the period 1955-64 constituted the ‘historical record’: 
this was compared with an explicitly defined ‘alternative position’ to yield 


estimates of the effects of U.K. companies having control over overseas 
assets. . 


—. 


1 No attempt is made in this Summary to explain any changes compared with the 
Interim Report. 
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It was intended at the outset that overseas investment by oil companies should 
also be included in the research. In the event, the historical record was compiled 
for oil (Chapter VIII), but it proved to be impossible to reach agreement with the 
companies on an acceptable basis for assessing effects (Introduction, page 207). 
This summary therefore covers the industrial categories mentioned above but 
excludes oil. 


One of the principal findings of the research is the great diversity of experience 
in the field of overseas investment. Chapter III gives some idea of the range of 
activities represented. Most of the results to be quoted here are annual averages 
for all the industries covered and for all overseas countries together (or some- 
times a list of 15 specified countries); underlying these averages are considerable 
differences between countries, between industries, between companies within 
industries, and between years. 


The Conceptual Framework 


The assumptions underlying the research are set out rigorously in Appendix C and 
more briefly in Chapter II (page 23 and 28-9), and various points about these 
assumptions are discussed in Chapters XIX and XX. Crucial to our approach was 
the idea that the effects of overseas investment could be considered only by 
comparing the actual position with an alternative situation in which rather more 

(or rather less) investment had been undertaken. We therefore needed explicit 
assumptions both about what would have happened in host countries in the absence 
of particular U.K. investment projects, and about the policy objectives (and means 
of achieving them) followed by the U.K. Government. 


The basic assumptions about U.K. Government policy employed in the enquiry are 
that the major preoccupation of the British Government was with full employment; 
that the degree of success in its macro-economic policy (‘to maintain full employ- 
ment and no more’) would be much the same whether or not the (rather small) 
effects of changes in overseas investment were included in the variables to which 
adjustments had to be made; and that we could think of the extra demand for ex- 
ports resulting from overseas investment as being made effective by the govern- 
ment taking steps — e.g. through monetary or fiscal policy — to restrain domestic 
investment correspondingly. (Appendix C and Chapter XX, sections C and D). 


In general, the assumption for the alternative position where a particular U.K. 
subsidiary had not been establishedin a particular country was that a broadly 
equivalent operation would have been established by a non-U.K. company — either 
a local firm or a subsidiary of one registered elsewhere — with the U.K. company 
retaining no more than marketing operations in the country concerned. This was 
the basis on which the effects of direct investment in overseas countries were 
discussed with company representatives. 


The effects of relaxing the above assumption are discussed in Chapter XIX (so 
far as the initial year is concerned) and on page 110-11 and in Chapter XXII, 
section C (for future exports). 


While of course conceding that the model employed has no unique validity, 
experience with doing the research did not lead us to want to change the under- 
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lying assumptions, which are both realistic and analytically workable while at the 
same time remarkably simple. 


B. Effects on the Balance of Payments 


These are divided into two main categories: 


(a) Initial Effects in the year when the overseas investment is done — mainly 
additional exports of machinery, and financial transactions on capital account. 


(b) Continuing Effects in the subsequent years, when the new overseas assets are 
in operation — mainly profits and changed exports of goods and services. 


The continuing effects have to be shown as an average for all subsequent years 
(see page 88 and Chapter XVII). 


Initial Effects 


The most reliable estimate relates to the overseas subsidiaries of all manufactur- 
ing companies taken together, and is that an increase of £100 in their net operat- 
ing assets causes an increase in U.K. exports of £11; an increase of £100 in the 
U.K. group’s stake in these subsidiaries, if accompanied by an increase of £67 in 
funds provided from elsewhere (the average experience in 1955-64), causes an 
increase of £18 in U.K. exports (pages 89-92 and Chapter XVIII, section A). 


The addition of the above £100 to net operating assets entails, on our basic 
assumptions, that the country’s net overseas obligations (including those of the 
subsidiaries) will be higher by £89 than they otherwise would have been (page 92). 
In the case where £100 is added to U.K. stake and the subsidiaries raise an extra 
£67 elsewhere, there would be an addition to general obligations of £82 on top of 
the £67 owed by the subsidiaries (page 234 ). 


The effects on exports for individual industries are given in Tables XIV.1 and 
XVIII.1 (pages 374 and 236) on a basis which somewhat overstates the answer 
(because a technical correction cannot be made), and corresponding figures for 
individual countries are given in Tables XVI.1 and XVI.4 (pages 216 and 219). All 
the tables show great diversity, and it is most unlikely that the pattern would be 
changed if the corrections could be applied. 


Capital equipment purchases by our sample — if grossed up to cover other sub- 
sidiaries in the same field, but not oil companies or subsidiaries in fields which 
we did not cover at all — amounted to some 3 to 4 per cent of U.K. exports of 
machinery (page 61, with adjustment to cover plantations). 


Profits in Companies’ Books 


The average rate of profit — after depreciation — shown by the sample on net 
operating assets (i.e. the capital employed in overseas businesses whether or not 
wholly owned by U.K. parents) came to 14% per cent before overseas tax and 8 per 
cent after it (Table IV.1 on page 355 and Table XI.1 on page 361). The rate of 
return (including undistributed profits) on the U.K. stake — the part of the over- 
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seas businesses financed by the U.K. parent — averaged 8% per cent after over- 
seas tax (Table IV.2 on page 356). Tables IV.1 and IV.2 illustrate the wide 
differences in profitability between industries, Tables IV.5 and IV.7 do the same 
job for countries and for ‘kinds of overseas business’, and Table IV.3 shows that 
there was little trend in the year-to-year figures. 


The rates of profit quoted are all taken from companies’ normal accounting 
records; in the next section we consider the various adjustments that were carried 
out to bring the figures to an economically more meaningful basis. 


Adjustments to Book Profits 


Conventional book figures for profitability fall short in a number of ways of being 
an economically meaningful measure of the rate of return to the nation on over- 
seas investment, and in the course of the reports various adjustments are carried 
out. 


Changing Value of Money. Ina period of steadily rising prices normal profita- 
bility calculations exaggerate ‘true’ profitability, since (a) assets will tend to be’ 
valued in companies’ books at too low a figure, (b) depreciation will therefore 
tend to be too low so that profits after depreciation are too high, and (c) profits 
will contain an element of ‘inventory profit’ (pages 272—5). Rapid inflation in 
Argentina and Brazil posed special problems and Appendix D describes our efforts 
at solving them. 


For the subsidiaries of manufacturing companies the effect of adjustments made 
for these items on the nine-year averages are as follows:- 


Calculated from 


book values Adjusted 
%o % 
Profit on net operating assets — before 
overseas tax 14.3 11,1 
Profit on net operating assets — after 
overseas tax POT 38 
Profit on U.K. stake — after overseas tax Bod : 5.5 


Stock Exchange Valuations. For many purposes it is relevant to add capital 
appreciation of the U.K. stake — i.e. the growth in the market value of the parent’s 
shares etc. less the amount of new capital supplied (including undistributed ° 
profits) — to the figures for profits. Stock exchange valuations of parent compan- 
ies’ interests overseas were prepared for the beginning and end years of the 
period; the excess of market value over book value of net assets grew from 19 per 
cent in 1955 to 36 per cent in 1964 (pages 55-6). The addition of capital 
appreciation to profits would thus raise the U.K. group’s return from the tradition- 
ally calculated 8% per cent to 12 per cent (Table V.4 on page 363). 


The ‘Notional Financing Charge’. As explained above, an addition to the net 


operating assets abroad under British control leads in our model to the incurring 


343 


of additional net external obligations to the extent that the investment does not 
take the form of additional U.K. exports of capital goods etc. to equip the over- 
seas operations. These financial obligations will in part be incurred directly by 
the investing company raising overseas finance for its business, and partly by 
the nation as a whole needing to increase sterling balances, borrow more from the 
I.M.F., run down overseas portfolio holdings, etc. (pages 275—8). In order tc 
determine the profitability to the nation of overseas investment the interest pay- 
able on this additional external debt must be set against the profits earr d. 
Although it is impossible to say precisely what the appropriate rate of interest to 
employ is, such research as we have done suggests that about 5 per cent would 
be a minimum figure (Chapter XXI, section E). If however one is to set the 
notional financing charge against a ‘true’ profit rate, which has been adjusted for 
changes in the value of money, then this rate should also be reduced, and the 
figure which we use for our main assessment is 3 per cent (pages 277-8). 


Continuing Effects on Exports 


Subsidiaries’ purchases of current input items represented just over 3 per cent of 
the sales value of goods produced locally, or about £4% per £100 of net operating 
assets (pages 63-5 and Table VI.2 on page 365). There was no tendency, at least 
in total, for the proportion of U.K. input in local output to fall over time, possibly 
as a result of the continual starting of new factories or new product-lines (pages 
65-9 and Table VI.3 on page 366). 


Purchases from the U.K. of finished goods for re-sale amounted to about 6 per 
cent of subsidiaries’ total sales; over the period of the study, however, the 
relative importance of this re-sale business within total sales declined quite 
markedly (pages 69-73). 


As far as the effects of U.K. ownership of the subsidiaries on these continuing 
flows of exports are concerned, we concluded that the effect on input items was 
certain to be upward, as the non-U.K. controlled enterprise in the alternative 
position would have used less British components, semi-manufactures, etc.; for 
finished goods, on the other hand, the effect was normally negative, reflecting 
the fact that a company could normally export more of its products to a market if 
it had not established local production there, in spite of the presence of the sub- 
stitute producer. The latter statement cannot be regarded as a general rule; it is 
extremely likely to be true in the case of companies that make consumer goods, 
especially those with well-known brand names, but there are cases where local 
production seemed fairly definitely to have had an upward effect on parent 
companies’ exports of finished products (pages 103-7). 


Taking the two kinds of purchases together, the average effect comes out at a 
small positive figure of about £1 per £100 of net operating assets (page 106) — 

a positive figure of £3% per £100 on input items being enough to overcome a 
negative effect of £2’ per £100 on finished goods. As usual, there is consider- 
able diversity between industries: for most of them the effect is extremely small, 
but in two or three cases there is a sizeable upward effect (Table XII.1, page 371) 
Analysis by country suggests that the more highly developed the country in which 
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the investment is carried out the more likely is an adverse effect on U.K. exports 
(pages 108-10, pages 215-17 and Table XVI. 1). 


These findings were based on judgments made by the research team after discus- 
sions with the companies concerned. Two additional approaches to the problem 

of estimating effects on exports were tried, which led to little in the way of 
positive conclusions, but the findings of which were entirely consistent with those 
described above (Chapter XXII, sections A and B). 


The impact of overseas production on exports depends crucially on the assump- 
tion adopted about the ‘alternative position’. If the rigid assumption about an 
alternative producer stepping in ta take the place of the U.K. company is relaxed 
to the extent of assuming ‘90 per cent replacement production’ instead of ‘100 per 
cent replacement production’ the effect on exports changes from a small positive 
effect to approximately zero (pages 110-11). This point is strongly reinforced by 
the results of a study carried out in the U.S.A. by Hufbauer and Adler (Chapter 
XXII, section C), who arrive at answers remarkably similar to ours on assump- 
tions corresponding to those of our model, and at much less favourable ones with 
alternative assumptions. 


To establish the totaf effect of direct investment on U.K. exports it is also 
necessary to estimate the effect of overseas production by U.K. subsidiaries on 
the demand for British services. Both conceptual and practical considerations 
dissuaded us from attempting a full survey of actual purchases of U.K. services 
(pages 279-81), and we therefore concentrated on ‘effects’. After considering 
freights, management fees, licenses, and certain other services, we concluded 
that there was on average a favourable effect on U.K. exports of services amount- 
ing to some £¥% per £100 of net operating assets (pages 111-14 and page 373). 


The total continuing effect on exports of goods and services thus comes to about 
£1% per £100 of net operating assets. 


U.K. Imports 


We found virtually no trace in our research of imports into the U.K. of manufac- 
tured goods produced by overseas subsidiaries, although the report by Hufbauer 
and Adler revealed this as fairly important for U.S. subsidiaries; the reasons are 
discussed on page 298. 


By far the greater part of the materials produced by companies in our sample was 
sold on the general market rather than to the U.K. parent — though the U.K. may 
have been the ultimate destination of a further substantial amount (pages 75-8). 
Even intra-group transactions were generally at arm’s-length prices, and the 
terms of sales outside the group did not normally discriminate between U.K. 
buyers and others (pages 116-18). 


Thus, while a few companies certainly enjoyed non-quantifiable benefits as a 
result of investment in materials production, the effect on the cost of U.K. im- 
ports was virtually zero. The gain to the U.K. was essentially confined to the 


profits earned. 
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Drawing Together the Balance of Payments Effects 


We can now present a summary picture of the effects on the balance of payments 
of adding £100 to the net operating assets of overseas subsidiaries of manufac- 
turing companies. Attention is however drawn to the explanations given in the 
passages referred to in connection with the individual items, and also on pages 
125-6. 


In the year in which the investment takes place, the current account of the 
balance of payments will benefit by £11 of additional exports, and the capital 
account will be affected by an addition of £100 of net operating assets overseas 
and of £89 to net external financial obligations. (These capital account figures 
are of course comparisons with the alternative position: it might be, for example, 
that external financial obligations will fall in the year, but if so the fall will be 
£89 less than it would have been.) 


On the average of subsequent years the effects — again relatively to the alter- 
native position — are set out on page 278 as follows :- 


(a) Profits earned (after deduction of overseas taxes and after allowing for 
stock appreciation) on the £100 of additional net operating assets 
about £54 


(b) Subtract the external financing charge on £89 of additional external 
obligations at 3 per cent p.a. (see pages 343—4 above) about £2% 


(c) Add additional exports of goods and services, plus the reduction in U.K. 
imports resulting from the fact that U.K. production is rather lower 


about £14 


The total effect is thus a continuing annual gain of about £4 per £100 added to 
net operating assets; the ‘trade’ effect included as (c) would however become 
very small if one changed the basic assumption about what would happen to 


production overseas to ‘90 per cent substitution’ (see above), and the total gain 
would fall to £2%. 


The corresponding figures for the effects of adding £100 to U.K. stake (and 
simultaneously raising £67 overseas) are as follows:- 


(a) Post-tax return on £100 of U.K. stake about £5% 
(b) External financing charge on £82 of 


‘national’ external obligations about £2 
(c) Trade effects about £2 to £2% 
Total, in round figures £6 


On the assumption of ‘90 per cent substitution’ mentioned above, the trade effects 
would almost disappear, and the total would fall to £4. 


Timing Effects and Restrictions on Overseas Investment 


The emphasis of our research was on long-run effects. The last section shows 
however that the short-run consequences of introducing a restriction on overseas 
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investment are to ease the country’s overseas financing problem. The conflict 
between long-term gain and short-run easing may be set out as follows:- 


(i) An average act of direct investment overseas will strengthen the future 
balance of payments on current account — even after deducting the interest 
payable on the overseas borrowing (or the equivalent) by which, at least, 


from the national point of view, such an act of investment is almost wholly 
financed. 


(ii) In consequence, a steady rate of direct investment overseas would, if 
maintained long enough, provide enough of an annual surplus on current 
account to finance the annual quota of new investment — even though that 
surplus is calculated after deducting the financing charge. 


(iii) Nevertheless each single act of direct investment overseas has an im- 
mediate effect on the balance of payments (capital and current account. 
together) which is far larger than one year’s ‘continuing’ benefit, so that a 
restriction of the out-flow brings a ‘cash’ or ‘financing’ benefit for a sub- 
stantial number of years. 


A formal reconciliation of the apparent advantage of continued investment under 
(i) with the advantage of restriction under (iii) may then be secured by saying 
that, in times of crisis, the notional financing charge used in (i) is not adequate 
to represent the true cost to the nation, because the loss of reserves caused by 
the overseas investment leads us at such times to pursue deflationary policies 
which reduce the national income. 


In Chapter XVIII, section B, this set of issues is put into quantitative terms 

for an illustrative case of a restriction on additions to net operating assets over- 
seas of £100 million a year, on the alternative assumptions (a) that the companies 
would have supplied all the finance from the U.K., and (b) that they would have 
raised 40 per cent overseas. (Figures for other assumptions can easily be cal- 
culated.) 


These figures show that the restriction policy would ease the country’s external 
financing problem to the following extent, in £ million: 


With100 per cent With 40 per cent 

U.K. finance Overseas finance 
Ist year 89 49 
2nd year 85 45 
3rd year 81 41 
4th year 76 36 


etc. 


A higher proportion of overseas financing by the companies should however be 
possible, at least for a period (page 242). 
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Policy Issues 


Policy issues are outside the scope of our reports, but in the interests of avoid- 
ing misunderstanding the relevance of our analysis is indicated briefly on page 
131. In particular, the point is made that the choice of policy measures to adopt 
can only be made after a full review of the alternative possibilities. The question 
of selectivity in any restrictions which might be introduced is further discussed 
in Chapter XVIII, section C. 


Disinvestment 


The effects of selling part of the overseas assets under U.K. control (discussed 
in Chapter XVIII, section D) are almost the mirror image of those for positive 
investment. The two main differences are, first, the absence of anything 
analogous to the initial effect on exports of capital equipment and, second, the 
need to relate continuing effects to the market value of net assets (what they 
could be sold for) rather than their book value (broadly speaking, what they cost 
(pages 244— 6). 


On a broad view it seems clear that the effects on the balance of payments of 
‘not disinvesting’ at the outset of our period (1955) — in the shape of profits and 
additional exports — exceeded by a comfortable margin the income which would 
have been secured from using the proceeds to buy financial assets(pages 246-8). 


Ce Effects on the National Economy 


Our reports dealt first with the effects of overseas investment on the balance of 
payments, largely because this was given priority in the terms of reference. In 
themselves, however, these effects do not provide the most fundamental test of 
whether overseas investment is ‘good’ or ‘bad’: apart from anything else a 
tendency to strengthen the balance of payments is only ‘good’ if there is a general 
tendency for the balance of payments to be weak, and may be positively embar- 
rassing to a country with a chronic surplus (page 301). 


Our primary concern is with the effect on the U.K. national income (which might 
of course be influenced by the need to pursue a deflationary policy to make 
overseas investment possible); we have a secondary interest in the effects on 
other objectives, such as giving help to less developed countries (page 302). 


Income from Capital 


Our research showed that, over the field which we covered, capital invested over- 
seas yielded a higher contribution to the U.K. national income than it would have 
done if it had not been so invested. 


This apparently simple sentence covers a lot of problems about the basis of 
comparison which are discussed in Chapter XXIII, section A. Some of the main 
points about the comparison are:- 


(a) Out of every £100 invested overseas we have seen above that £89 is in fact 
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raised overseas in one way or another. For this part we want to compare the 
‘true’ post-tax profits earned overseas on £89 with the adjusted financing 
charge of 3 per cent per annum, also on £89. 


(b) The remaining £11 is ‘matched’ by an equal reduction in the stock of Capital 
assets in the U.K. (in comparison with what they would have been). A some- 
what neglected finding in our Interim Report is that these assets should be 

_ thought of as being in the non-industrial field (pages 93-5), and their ‘true’ 
- yield should be assessed accordingly. 


(c) For this second part of the field, the proper basis of comparison is between 
overseas profits less overseas tax, on the one hand, and home profits, before 
tax, on the other. (In principle a deduction should be made from home profits 
for government expenditure caused by the presence of extra capital in the 
country, and payable out of taxes levied on its profits, but we concluded 
that this would be nil or even negative. There is no case for deducting any 
U.K. tax on home profits, which is part of the national income.) 


(d) In view of the small weight to be attached to the capital effectively provided 
by the U.K., and the fact that we want a ‘true’ return (adjusted for changes in 
the value of money) on a non-industrial use, we took 3 per cent as the best 
round figure to apply as yardstick to all capital used in the ‘alternative 
position’ (page 336). 


Other Direct Effects on National Income 


Overseas investment may affect the real income which accrues to other British 
factors of production, including other units of capital. The possibilities are 
reviewed in Chapter XXIII, section B. 


We found that the net effects derived from changes in the scale of U.K. produc- 
tion were likely to be negligible, because the net changes were so small. 


On the other hand the effect of overseas investment is to make many U.K. com- 
panies (or groups of companies) much bigger, because they add overseas sub- 
sidiaries to a U.K. base which is on average much the same size. (See Chapter 
XV, which reconciles the two facts that U.K. exports are little affected, but sales 
overseas by U.K. companies (and their subsidiaries) are much increased. Table 
XV.2 on page 213 gives figures for the effect of adding £100 million of net 
operating assets overseas.) 


This provides scope for an improvement in real productivity through the more 
widespread and effective use of research results, and also through the passing 
round of informal knowledge and experience between parent and subsidiaries. 


Gain through Knowledge-sharing 


The logical and statistical problems involved in assessing this are discussed in 
Chapter XXIV, and only the merest outline is given here: so far as we know, the 
problem has never been tackled before. 


As always, we are concerned with the gain from having one more subsidiary, 
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rather than comparing (say) Unilever as it is with an alternative position in which 
it had no overseas subsidiaries. The gain on this ‘less or more’ basis is then 
related to the assets of the subsidiary, and the results averaged over all sub- 
sidiaries (page 310). 


We were primarily concerned to measure for each company the gain which had not 
already been included in the profits of the oversea subsidiary, since we wanted 

to add this to those profits to measure the total return. We did however also 
attempt a global estimate of the ‘true’ gain from knowledge-sharing (pages 326—31). 


The basic elements in the gain from having an extra subsidiary are :- 


(a) The rest of the group gets its own research cheaper, because it is able to 
charge part of the cost to the new subsidiary (but we must not include in this 
charge any payment for additional research done specially for this subsidiary 
and — more important — we must deduct any loss of licence revenue which 
might otherwise have been secured from independent producers in that 
country). 


(b) The group gets the benefit of research done by the new subsidiary, which we 
value at the (full) cost of that part of its research which is not ‘of local 
interest only’, in return for a payment equal to part of that cost. 


(c) There is a gain to the group from informal know-how derived in the new sub- 
sidiary. 


The statistical methods which we adopted aimed consistently at avoiding the 
risks of making any under-estimate. The actual working of the calculation is set 
out on pages 315-16. 


Profits and Knowledge-sharing 


Detailed statistical results about knowledge-sharing are given in Chapter XXV, 
with analyses by industry, country and statistical item; they also show the 
relationship between overseas profits and the gain from knowledge-sharing. 


The most important results are given in Chapter XXVI, which attempts an over-all 
picture of the role of overseas investment, notably in Tables XXVI.1, on page 335. 
which covers the whole sample, and in Table XXVI.2, on page 336, which applies 
to subsidiaries of manufacturing companies only. The latter is reproduced here, 
(see next page), as it is only for manufacturing that the results can be adjusted 
for changes in the value of money. 


In round figures — and certainly nothing more is justified — the total ‘true’ return 
to the U.K. from these subsidiaries was 6 per cent a year, against an opportunity 
cost of 3 per cent a year. (This does not however take account of any indirect 


effects on the national income arising through the balance of payments, discussed 
below.) 


The ‘true’ gain from knowledge-sharing — which is all included in the total return 


— amounts to about 30 per cent of the total, and this proportion strongly suggests 
that much direct investment overseas would not appear attractive to the parent 
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Returns from Overseas Subsidiaries of Manufacturing Groups 


Item mot fags 
net operating U.K. stake ? 
assets ® | Sad le 
Post-tax profits, adjusted * sek 5,5 
‘Additional’ gain from knowledge-sharing > 0.7 0.9 
Total return 6.0 6.4 
Estimated ‘true’ gain from knowledge-sharing © dot 2.2 


For notes,see page 336. 


company if it did not provide a means of extending the use of existing knowledge 
at little or no additional cost. 


National Income and the Balance of Payments 


We feel that it is unwise to try to summarise the one-page discussion of this 
in Chapter XXVI, section C,and suggest that this important section be read in full. 


International Relations 


Essentially our analysis has been directed to the effects of overseas investment 
on the U.K., and in particular we have assessed its benefits in terms of profits 
after overseas tax. 


The tax revenue payable to the host government took an average of 46 per cent of 
the subsidiaries’ profits, with wide variations (pages 218—20 and Table XVI.2). 


The U.K. derives an indirect benefit from this ‘lost’ revenue which can be seen 
most clearly by considering countries at the two extremes of development. For 
under-developed countries, it contributes to our secondary objective of helping 
with their development (which may also benefit in other ways through our over- 
seas investment). For technically developed countries this loss has to be seen 
as the counterpart of a corresponding gain in revenue on the (very productive) 
investments which they have made in the U.K. — the double-tax agreement must 
be considered as a whole (pages 338-9). 


D. Miscellaneous Findings 


Various findings of the research which are of interest, but which do not fit 
naturally into the main scheme of this summary, are listed here briefly with the 
page references. 


gol 


Profitability and Growth. There was no correlation — positive or negative — 
between profitability and growth of assets, either on an industry basis (Table 
IV.4, page 356) or by country (Table IV.6, page 358). See also pages 41-6. 


Profitability and Size. There was no more than a faint (and not significant) 
correlation between profitability and the size of companies’ overseas assets 
(Table IV.8, page 359). 


Profitability and Age of Investment. There was no connection between profit- 
ability and the age of a subsidiary, as measured by the proportion of its assets 
added during the period under review (Table XVII.8), except that profitability 
was extremely low in the early years of completely new ventures (Tables XVII.2 
and 3, page 225). 


Effects of Overseas Taxation. Overseas tax-rates vary greatly. On average, U.K. 
companies operating in high-tax countries earned higher pre-tax profits than those 
in low-tax countries, but this only half-compensated them for the higher taxes, so 
that post-tax profits were — again on average — significantly lower (pages 218—20). 
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Appendix H 


Tables from the Interim Report— 
Revised Version 


In the following pages we reproduce, under the original numbering, all tables 
appearing in the text of the Interim Report, with the exception of those relating 
solely to the oil companies. Tables in the Appendices of the Interim Report are 
not reproduced. 


The tables in Appendix H have been revised wherever necessary to take account 
of (i) the more complete returns now available, including those for Plantations; 
(ii) amendments to the original data; (iii) the few computing errors and misprints 
in the original tables and (iv) the very occasional modifications in procedure 
adopted for the Final Report. Brief notes (headed ‘Commentary’) have been added 
in the handful of cases where the conclusions of the Interim Report needed 
significant amendment, and/or where significant changes occurred in the results. 


Minor changes have not been noted; readers with special interests are warned that 
the introduction of new information necessitated frequent changes in the figures 
for Malaysia and India, which now incorporate ‘rubber’ and ‘tea’ plantations res- 
pectively, and for Mining and Chemicals, to which new companies have been 
added. None of these changes, however, seemed to be of the type that need 
special comment. 


General Notes 
The following notes apply in general to the tables: 


(1) Where industry detail is given, manufacturing industries have been grouped 
together, and a separate sub-total has been added for them. 


(2) Oil companies are excluded, except where they are stated to be included. 


(3) ‘Food, drink, tobacco, etc.’ is an abbreviation for ‘Food, drink, tobacco and 
household products’; ‘Building materials, etc.’ is an abbreviation for 
‘Building materials and other miscellaneous manufacturing’. 


(4) The term ‘subsidiaries’ means ‘overseas branches, subsidiaries and 
sub-subsidiaries of U.K. groups’. 


(5) Where figures are given for the growth of net operating assets, these have 
been adjusted to exclude the effect of revaluations (some £35 million, 


1955-64, for the sample as a whole). 
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Table I.1. Direct private investment overseas 1960 to 1964 with some 
comparative figures 


£ million 
Average 
1. Direct investment abroad by U.K. companies of all kinds 300 
2. Net investment in U.K. by overseas companies 180 
3. Net investment in U.K. by home and overseas companies 1,500 
4. Total net investment in U.K. (public and private) 3,150 
5. Deficit on U.K. balance of payments 
(current account and long-term capital account together) 250 
6. Total of debit items on current and long-term capital 
accounts 7,000 
7. Income from direct investments 420 


Notes: The definition of item 1 is discussed on page 18. 


Item 6 is as gross a figure as can be derived from official 
statistics. 


Some figures are partly estimated; oil companies are included in 
all cases. 


Table I.2. Relation of ‘U.K. stake’ to ‘operating assets’ 


£ million 


9-year increase 


i End- End- Cais Adjusted for 
=n 1955 1964 © © “evaluations 
Net operating assets 1,074.2 2.14153 2,007.0 1,031.9 
Trade investments 20.4 105.6 BoE coe 
Total 1,094.6 * 2,246.9 1,152.3 Lol ived 
U.K. group’s ‘stake’ y 885.6 1,622.9 131.3 704.8? 
Minority interests 93.9 310.6 216 7 213.9 
Non-current liabilities 114.9 313.4 198.3 198.3 
Total, excluding oil 1,094.6 2,246.9 1,152.3 neal 


a Of which, undistributed profits: 403.8. 


Commentary: The Interim Report’s figure for undistributed profits of 339.6 was a 
misprint for 399.6. 
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Table IV.2. Interest of U.K. reporting group in net assets and post-tax profits, 
by industry ‘ 


(Nine year averages: £ million) 


U Ke Post-tax profits % Profitability 
group’s attributable to. (after overseas 
Industry stake U.K. group tax) 
(1) (2) G2) >t) 
Building materials Siae 7.8 1357 
Food, drink, tobacco, etc. 447.2 39.2 8.8 
Chemicals 128.2 10.7 8.4 
Paper 69.2 5.3 Tal 
Textiles (has) 6.0 bat 
Metals & metal products 96.5 7 fog | 7.4 
Electrical engineering 48.7 2.6 5.4 
Vehicles & components 90.1 4.5 5.0 
Non-electrical engineering 18.0 0.8 4.5 
Total manufacturing 1032.8 84.1 8.1 
Mining 89.3 12.8 14.4 
Plantations 92.7 8.9 9.6 
Total, excluding oil 1,214.8 105.9 8.7 
Oil 918.9 119.7 13.0 


Notes: (1) annual average of the (end years) 1955 —63 for the general sample, and of the 
mid-years 1956—64 for the oil companies. 


(2) annual average 1956 — 64. 
The oil figures are not completely comparable with those for the general 
sample. 


Table IV.4. Growth of net operating assets, and profitability, by industry 


9-Year addition to Average 
net operating assets pre-tax 
Industry 1964 less as % profitability, 
1955 of 1955 1956 — 64 
£ million To 
Building materials, etc. 49.0 120.3 “4 2259 
Food, drink, tobacco, etc. 197.0 48.2 16.5 
Chemicals 128.2 108.1 13.5 
Textiles 37k 53.0 13.3 
Metals & metal products 174.4 230.4 12.9 
Non-electrical engineering 11.0 79.3 11.6 
Electrical engineering 44.2 90.3 11.1 
Vehicles & components 90.4 120.0 10.9 
Paper 124.2 182,5 10.1 
Total manufacturing 855.5 93.0 ; 14.3 
Mining 154.3 22732 19.3 
Plantations 2 Dak 2o5) 1555 
Total 1031.9 96.1 14.7 
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Table IV.5. Net assets and profitability, by country 
(Annual averages) 
Post-tax 
pet Pseckak U.K. profita- 
operating profita - Beaie pitity ts 
Sgentty ap ogre bil (£ million) U.K. group 
(£ million ) (%) (%) 
Germany DEY 47.8 Zio 22.8 
Malaysia 54.6 28.6 50.8 19.8 
Italy 8.2 26.9 6.0 1255 
Ghana 24.9 26.0 24.1 13.4 
India 15509 eS 132.4 Tha 
Brazil 27.4 16.8 24.0 S| 
South Africa 97.5 14.3 97.0 TORS 
Australia 201.5 14.3 156.4 8.0 
USSSA. 283.6 13.6 211.8 8.6 
Jamaica 8.3 11.9 Sez 8.4 
Canada 294.8 8.8 L714 Ae) 
Nigeria Sin 2 7.6 49.5 4.7 
Argentina 14.8 7.4 14.0 1.6 
France PR ors) 7.4 14.5 1.9 
Denmark ee: 6.5 4.4 5 
Total, fifteen countries 1,281.0 14.5 989.3 8.7 
Rest of world 274.0 15.8 225:6 9.0 
World 1555520 14.7 1,214.8 8.7 


Table IV.6. Growth of net operating assets, by country, of reporting U.K. groups, 
compared with their size in 1955, average profitability, and the national 
income of the countries. (Manufacturing groups only) 

9-Year addition (1) ke Hot (1) as pet Average pre- 
to net operating country’s tax profit- 

Count ts cae is ional bilit 

Wy. < Beas ting assets eines 2 f 
1964 less 1955 1955 income in 1956 to 1964 
(£ million) 1960 (%) 

Germany 44.8 302.1 0.23 47.8 

Malaysia 13:5 plo keys) 2.50 28.7 

Italy 8.0 162.9 0.09 ' 26.9 

India 70.8 114.2 0.67 oF pe 

Brazil 8.9 43.2 0.27 _ 16.8 

Ghana —0.1 —0.8 —0.03 16.1 

South Africa 35. 1 43.7 1.62 14.6 

U.S.A. 103.4 rad, 0.07 14.3 

Australia 172.2 179.2 3.94 13.8 

Jamaica HAD PiS¢9 3.43 11.9 

Canada 207.1 136.6 2511 8.8 

Argentina 14.5 136.5 0.35 7.6 

France 16.6 104.3 0.10 Vict 

Nigeria 14.5 44.7 1.41 6.9 

Denmark 6.3 28 2 0.37 6.5 

Total, fifteen countries 722.6 102.3 0.32 14.1 


Source for National Income figures: United Nations Statistical Yearbook, 1964. 
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Table IV.7. Net assets and profitability of subsidiaries of manufacturing 
companies — by type of overseas activity: fifteen specified countries 


(Annual averages: £ million) 


—— LES 
Net re-tax U.K. Post-tax profit- 


opera- rofit- ; ae 
diy overseas oe ability ecw e pean fa 
assets (% of (1)) group (7% of(3)) 
(1) (2) (3) (4) 
1. Materials producers 
(a) for U.K. group’s 
use 25:3 10.1 9.6 BD aN 
(b) for general 
market 9.8 11.9 Ue 6.5 
2. Manufacturing 766.4 16.0 573.4 9a 
3. Selling 1 SS | eS 12:3 4.2 
4. Mixed 260.8 9.2 208.7 5.6 
Total . 
(all subsidiaries of 
manufacturing companies) 1074.6 14.1 811.3 8.1 


Note: For definitions of types of overseas activity, see page 47. 


Table IV.8. Analysis of manufacturing companies by profitability of their 
overseas subsidiaries 


(Annual averages) 


Net Effect 

Pre-tax Number of operating Pre-tax (3)as% onU.K. (5)as% 

profit- companies assets profits of (2) exports of (2) 
ability (%) (£ million) (£ million) 

(1) (2) (3) (4) (S) (6) 

Loss 1 5 A =0.1 ~12.9 0.1 5.4 
0 to 5 5 fas ee 2.9 4.1 3:5 se 
5 to 10 12 241.4 20:3 8.4 25 tak 
10 to 15 12 267.9 31.9 11.9 9.1 3.4 
15 to 20 9 401.0 74.0 18.5 0 0 
20 and over = 91.5 Co 24.4 —4.1 -4.5 — 
Total 48 1074.5 T51.3 14.1 bi 1.0 


Commentary: This table has been extended to incorporate the effect of overseas 
production on U.K. exports of non-capital goods (columns (5) and (6)), and the 
figures therefore relate only to the fifteen specified countries. 

The rank correlation coefficient between size (column (2)) and pre-tax 
profitability (column (4)) for the 48 companies is barely changed at +0.19 while 
that between pre-tax profitability and effect on exports (column (6))is-=0:25, 
which implies only a rather weak negative association. 


359 


Table IV.9. Royalties and management fees to reporting U.K. groups, by industry 
(Annual averages) , 


fr 


Royalties and (1) as % of 
management post-tax (1) as % 
Industry fees, after profit- of U.K. 
overseas tax (1) ability to stake 
(£ million) U.K. group 
Electrical engineering 0.79 30.3 1.63 
Food, drink, tobacco, etc. 4.84 - 12.4 1.08 
Vehicles & components 0.97 21.4 1.08 
Textiles 0.83 13.9 1,07 
Chemicals 1.02 9.5 0.79 
Non-electrical engineering 0.10 11.8 0.54 
Metals & metal products 0.22 ca I 0.23 
Paper 0.09 y 0.13 
Building materials, etc. 0.04 0.6 0.08 
Total manufacturing 8.89 10.6 0.86 
Mining 1.34 10.4 1.50 
Plantations 0.32 3.6 0.35 
Total 10.55 10.0 0.87 


Table IV.10. Royalties and management fees to reporting U.K. groups, by country 


(Annual averages) 


Royalties and (1) as % of 
management post-tax (1) as % 

Country fees, after profit- of U.K. 

overseas tax (1) ability to stake 

(£ million) U.K. group 

Ghana 1.00 30.9 4.13 
Denmark 0.12 49.5 2.02 
Nigeria 0.94 40.5 1.90 
Italy 0.11 15.3 1.88 
Germany 0.39 Oz 1.42 
Brazil 0.29 O3e1 1:22 
France 0.17 62.4 1.18 
Malaysia 0.53 Daz 1.04 
U.S.A. 2.07 11.4 0.98 
Australia 1.30 10.4 0.83 
South Africa 0.52 521 0.54 
Jamaica 0.03 6.1 0.51 
Argentina 0.06 25.3 0.39 
India 0.44 4.3 #0.33 
Canada 0.29 Sal 0.17 
Total, fifteen countries 8.26 9.6 0.83 
Rest of world 2.29 Lies 1.02 
World 10.55 10.0 0.87 
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Table XI.1. Rates of return on U.K. stake and net operating assets 
(Annual average, 1956 —64: %) 


Post-tax Post-tax Ceehined Combined 
profit- profit- return 
Industry ability on ability on Pe on net 
SKS net opera- Nee operating 
stake ting assets stake (1) assets (2) 
Building materials, etc. LSoe7, 13.8 19.4 18.7 
Chemicals 8.4 77 18.0 14.9 
Textiles “7 8.0 11.9 Rey 
Food, drink, tobacco, etc. 8.8 8.5 10.6 iQ) 
Metals & metal products 7.4 6.8 8.6 ao 
Vehicles & components 5.0 aa 8.5 8.0 
Paper mer 6.2 yes) 6.1 
Electrical engineering 5.4 5.6 7.4 7.2 
Non-electrical engineering 4.5 53 4.1 4.8 
Total manufacturing 8.1 det 11.3 10.1 
Mining 14.4 12:5 26.5 21.6 
Plantations 9.6 9.3 7.9 Loe 
Total 8.7 8.0 yeast 10.8 


Notes: (1) Combined return on U.K. stake —nine years’ post-tax profits to the 
U.K. group plus capital appreciation on U.K. stake, divided by nine, 
as per cent of average annual U.K. stake. 

(2) Combined return on net operating assets — nine years’ total post-tax 
profits plus capital appreciation on U.K. stake, divided by nine, as 
per cent of average annual net operating assets. 


Table V.1. Fixed assets at book value and estimated replacement cost 


(£ million, net of depreciation: derived from subsidiaries of 
manufacturing companies only) 


Companies giving figures All companies giving 
for both 1955 and 1964 figures for 1964 
Item 1955 1964 1964 
(1) Book value of fixed 
assets - 191 432 622 
(2) Estimate based on re- 
placement cost 220 eee 781 
Ratio of (2) to (1) as a% 115 124 126 
Number of companies 12 12 meter’) 


Notes: (1) The book value was in some cases raised between 
1955 and 1964 by revaluations; trade investments of 
overseas subsidiaries are excluded. 
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Table V.2. Book value and market value® of U.K. group’s stake, end-1955, 


by industry 


% Excess of 


Beek Mert market value 
value b k 
Industty (£ million) (£ million) awe 
Chemicals , 89.0 145.9 63.9 
Electrical engineering 40.7 49.9 22.8 
Vehicles & components 59,6 70.9 19.0 
Building materials, etc. Seal 41.0 17.8 
Metals & metal products 55.0 59.2 ag 
Food, drink, tobacco, etc. 35 5u 380.6 Tee 
Non-electrical engineering is 14,3 3.0 
Paper 40.8 41.4 Les 
Textiles 61-1 60.0 -1.8 
Total manufacturing 750.2 863.3 154 
Mining 52.8 106.9 102.4 
Plantations 82.6 90.2 9.2 
Total 885.6 1,060.4 19.7 


a Based on stock exchange values. 


Table V.3. Book value and market value® of U.K. group’s stake, end-1964, 


by industry. 


Industry 


Chemicals 

Building materials, etc. 
Vehicles & components 
Textiles 

Food, drink, tobacco, etc. 
Electrical engineering 
Non-electrical engineering 
Paper 

Metals & metal products 
Total manufacturing 
Mining 

Plantations 


Total 


Book 
value 
(£ million) 


194.5 
76.2 
126.1 
94.1 
537.6 
67.5 
19.9 
118.8 
132.2 


1,366.7 
146.1 
110.1 


L022 


a Based on stock exchange values. 
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% Excess of 


mere market value 
(£ million) over, book 

value 
364.0 87.2 
108.6 42.6 
160.3 2 hek. 
1745 24.9 
648.4 2036 
80.0 18.5 
23.4 17.6 
136.2 14.7 
141.4 TAY 
1,779.9 30.2 
294.9 101.8 
101.0 -8.3 
PRN ASM 34.1 
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Table VII.1. 


Output, supplies to U.K. group, net assets and U.K. stake of 
materials-producing subsidiaries, ?"» 


Total of 
ee mining 
Mining Plantations f : plantations Oil 
acturing 
& manu- 
facturing 
Number of reporting U.K. 
groups concemed 17° a a 101° 3 
Number of ‘cases’ 4 26 77 112 _ 
Value of output (annual 
average: £ million) 96.6 84.1 33.0 2LS.7 1,384.5 
Value of goods supplied 
to U.K. group (annual 
average: £ million) 3/2 0 8.7 11.9 139.2° 
Supplies to U.K. group as 
per cent of material 
producer’s output 3.4 0 26.3 526 10.1 
Per cent increase in value 
of supplies to U.K. group 
1955 —7 to 1962-4 148 0 423 294 39 
Net operating assets 
(annual average: 
£ million) 11153 95.3 aose 241.6 Vive 
U.K. group’s stake (annual 
average: £ million) 85.3 92.7 16.8 194.8 918.98 


Notes: a Materials-producing subsidiaries — subsidiaries etc. whose 


main output consists of ‘materials’, i.e. commodities of a type 

that the U.K. imports. 

(For a fuller definition, see the Notes to the original version of 

this table, p. 76.) 

b Figures for mining and manufacturing relate to subsidiaries 

etc. in the fifteen specified countries, whereas figures for oil 

refer to subsidiaries etc. in all overseas countries. 

c In this table, tin mining companies and plantation companies 

are treated as separate U.K. groups. 

ad ‘Case’ refers to asubsidiary etc. or a collection of subsidiaries 

etc. reported on an individual Form 1 (i.e. a particular U.K. group 

in a particular country). 

e Oil supplied to the U.K. group for consumption in the U.K. Valued 
f.o.b. at commercial prices. 

s Assets of oil companies’ subsidiaries etc. are not strictly comparable 
with those of mining and manufacturing groups. For a fuller explanation 
see Notes to Table VIII.1 (page 80). 
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Table XII.2. Estimated direction of effect on U.K. non-capital goods exports of 
production by subsidiaries in the 15 specified countries, by industry 


t 


a 
Number of cases 


F avour- Unfavour- Percentage of 
able able favourable 

effects effects cases 
2 8 Oe ee eS ee eee 
Vehicles & components ap (6) 100 
Non-electrical engineering 20 0 100 
Metals & metal products LZ 6 74 
Food, drink, tobacco, etc. 35 14 71 
Electrical engineering 14 10 58 
Paper 4 3 57 
Textiles 7 8 47 
Building materials, etc. 8 9 47 
Chemicals 20 24 45 
Total manufacturing 146 74 66 
Mining Le 0 100 
Plantations id. 0 100 
Total 240 74 76 


a Each case represents the operations of the subsidiary (or subsidiaries) of one parent 
group in one overseas country. 


Table XII.3. Estimated direction of effect on U.K. non-capital goods exports of 
manufacturing by subsidiaries in the 15 specified countries, by country 


Number of cases® 


Favour- Unfavour- Percentage of 

able able favourable 

effect effect cases 
Ghana 4 0 100 
Jamaica 4 (0) 100 
Nigeria Li 1 92 
Malaysia 9 2 82 
India ei 6 78 
Australia 23 11 68 
S. Africa 21 10 lS 
Canada 20 10 67 
Denmark 4 2 67 
Germany Ue 5 58 
Brazil S 5 50 
Argentina 5 6 45 
U.S.A. 6 8 43 
France 3 4 43 
Italy 3 4 43 
Total, 15 countries 146 74 66 


a This table covers subsidiaries of manufacturing companies only. 


an 


Table XII.4. Estimated effect of U.K. ownership of overseas subsidiaries on 


U.K. exports of services to 15 specified countries 
(Ten-year total, 1955 — 64) 


Type of service (£ million) 


Total effect 


Freights, ta Siete related to 
’ a a net operating 

Industry etc. ences. Other® Total pee 

etc. (% per annum) 
Non-electrical engineering 1.7 —0.1 = 1.6 0.8 
Food, drink, tobacco, etc. 0.3 24.1 2.0 26.5 0.8 
Textiles —0.4 4.4 - 4.0 0.6 
Vehicles & components 5.4 —3.4 — 2.0 0.2 
Electrical engineering 0.8 —0.3 — 0.5 0.1 - 
Building materials, etc. —0.1 —0.3 _ —0.4 0.1 
Chemicals —1.4 he ~ 0.1 0 
Paper 0 —1.2 - -1.3 -0.1 
Metals & metal products —0.2 -1.5 = —1.7 —0.1 
Total manufacturing 6.1 76 Me 2.0 31.4 0.3 
Mining 0.5 11.4 4.0 15,9 1.4 
Plantations 0.1 S-t os SZ 0.3 
Total 6.6 37.8 6.0 50.4 0.4 


a So far as we have assessed them (see Chapter XXI, section F). 


Note: A negative sign means that the operations of subsidiaries led to a 


reduction in exports of the relevant services. 


Commentary: The figures for the effect on licence fees, included in the second 
column, have been revised in the light of information obtained on Form 3. The 

total is little affected, but effects for Metals and Food, drink, tobacco, etc., are 
rather more ‘favourable’ than in the earlier version of this table, while those for 


Electrical engineering, Vehicles and Chemicals are rather less so. 
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Table XIV.1. Effects of increase in net operating assets of £100 
(£) : 


Continuing effects 
Profits Additional 9-year 


iti i exports of addition to 
aa Sk sre ae a sae and net operating 
on overseas apprecia- services assets, : 
exports tax tion from the 1956-64, 
Cl) (2) (3) U.K. (4)  (£ million) 
Building materials, etc. 16 13.8 18.7 —1 49.0 
Chemicals 15 ye 14.9 —2 126.2 
Textiles 20 8.0 Lid —i Sik 
Food, drink, tobacco, etc. i 8.5 Oe 1 197.0 
Vehicles & components 21 53 8.0 10: 90.4 
Metals & metal products 10 6.8 725 a 174.4 
Electrical engineering 3 5.6 Tig 32 44.2 
Paper | 6.2 6.1 0 124.2 
Non-electrical engineering 11 533 4.9 18 11.0 
Total manufacturing 10 ied 10.1 4 855.5 
Ditto, adjusted 11 5% 7 1% 755 
Mining 6 12:3 PEG 2 154.3 
Plantations 18 9.3 hel £ PES 
Total 9 8.2 10.8 1: 1031.9 


General Notes: All figures are ‘average’ results, as described in the text and re- 
late to the period 1955—64. All figures are ‘differences as compared with the 
alternative position’, apart from the right-hand column. 


Specific Notes: (1) Additional U.K. exports of capital goods (without allow- 
ance for freight) expressed per £100 increase in net operating assets. (De- 
rived from data for subsidiaries in the 15 specified countries.) 


(2) Profits after overseas taxation and depreciation, but before deduction of 
interest on non-current liabilities, expressed per £100 of net operating assets 
at the beginning of the year. (Derived from data relating to subsidiaries, etc., 
in all overseas countries.) 

(3) As (2), but including the increase in the market value of ‘securities’ 
representing the U.K.’s stake in the overseas subsidiary etc. (Derived from 
data relating to subsidiaries, etc., in all overseas countries. 

(4) Effect on U.K. exports of overseas production by U.K. subsidiaries, etc., 
converted to an annual average and expressed as a percentage of average net 
operating assets. (Derived from data relating to subsidiaries in the 15 specified 
countries.) 


(S) Adjusted on a replacement cost basis’ and to eliminate the effects of general 
price rises on inventories and on companies’ market valuations. 


* Derived from figures relating to all oversea countries. This column is given 
as a guide to the relative importance of investment in the different industries. 


For commentary, see next page. 
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Commentary: The adjustment to profits etc., adopted in the Final Report in order 
to put them on a ‘true’ economic basis goes further than the adjustment employed 
in the Interim Report, in that it introduces allowances for stock appreciation and 
for the element of inflation in capital appreciation. As a result, the ‘adjusted’ 
figures of profits after overseas tax and profits plus capital appreciation for 
manufacturing subsidiaries are somewhat lower here than if they had been given 
on the Interim Report basis; e.g., profits after overseas tax come out at £544, 
rather than the £6 which would have resulted from the original basis. 


Correspondingly, our (adjusted) assessment for the growth of assets has been 
reduced, so that our method of computing the initial effect on exports gives a 
rather higher answer on the adjusted basis. 


Note that the adjustments are here confined to manufacturing subsidiaries, and 
are not given for the whole sample (excluding oil) as they were in the original 
version of this table (pages 124-5). 


As a corollary, the first two paragraphs of page 54 should now read as follows: 


‘(a) Pre-tax profits were shown in Table IV.1 as averaging about 14.3 per cent of 
the book value of net operating assets for subsidiaries of manufacturing 
companies; this figure might be reduced by about one-fifth to 11.1 per cent 
by the use of replacement costs for fixed assets and annual depreciation, and 
after deducting stock appreciation from profits. 


(b) Post-tax income accruing to the U.K. Group was shown in Table IV.2 as 
averaging 8.1 per cent of the book value of the Group’s stake in subsidiaries 


of manufacturing companies and deduction of stock appreciation might reduce 
this by about one-third to about 5.5 per cent.’ 


The question of adjustments to profits is discussed in Chapter XXI, Section D. 


The revision of licence fees, mentioned in connection with Table XII.4, 
necessitated in turn some slight modifications to the fifth column of the present 
table, but these do not affect the (rounded) totals for manufacturing and for the 
the sample as a whole. 


A companion table to the present one, relating essentially the same effects to 
an increase in U.K. stake, may be found on page 236. 
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Appendix | 


Plantations 


This appendix describes the survey of the plantation companies, which was con- 
ducted separately from the enquiry into manufacturing and mining, although the 
philosophy and method of approach were similar in most respects. It also con- 
tains the main discussion of the historical record for plantations, and of the 
effects of investment (or, in this case, disinvestment) in plantations. 


For comparative purposes, the statistical results for plantations are presented 
alongside manufacturing and mining in the regular tables of the Report. We hasten 
to say that this implies no departure from our view, confirmed by the research, 
that investment in plantations — as in manufacturing or mining — raises its own 
particular problems ; and that it is preferable to distinguish between the main 
kinds of investment when discussing effects. 


Although the main statistical tables are to be found elsewhere, the principal 
statistics for plantations will be given in this appendix, with details for the two 
main kinds of activity covered. 


A. The Sample 


Since U.K. sugar plantations in the West Indies were included as materials- 
producing subsidiaries of manufacturing companies in the Interim Report, it seem- 
ed that the major kinds of plantations to be tackled in the survey were probably 
rubber and tea. This impression was strengthened in the course of preliminary 
discussions which we had with associations representing the interests of plan- 
tation companies. . 


Both rubber and tea plantation industries are characterised by a relatively large 
number of independent companies whose operations are almost wholly overseas. 
The U.K. affairs and accounts of most of the U.K. registered rubber companies 
(and a number of the tea companies) are handled in London by specialist firms 
known as ‘agency houses’ or ‘managing agencies’. In addition to their functions 
as agents and secretaries these firms provide a full management service to many 
of their clients. 


In rubber growing there has been a tendency in recent years for mergers and 
amalgamations to take place among operating companies, with the result that the 
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degree of concentration in rubber is rather higher than that in tea, where the 


pattern is still basically one of a multiplicity of fairly small independent pro- 
ducers. 


In these circumstances we had to rely heavily in our approach to the companies 
on the good offices of the relevant industry associations — the Indian Tea 
Association and the Rubber Growers’ Association (most of whose members oper- 
ate mainly in Malaysia). We set out to cover a substantial proportion of members’ 
production in each case, the size of our sample being limited very much by the 
capacity of the associations and the response which they could expect from their 
members. In fact our expectations were exceeded in both cases. We received 
usable returns from fourteen rubber companies (or groups of companies), account- 
ing for about 45 per cent of total rubber production by U.K. companies in Malaysia: 
and from over sixty tea companies (or groups), accounting for the great bulk of 
tea production by U.K.-registered companies in India. (The names of the com- 
panies are given in Appendix K.) 


Particular credit for the excellent response from both industries is due to the 
officials of the associations, who organised returns and meetings, and acted as 
liaison between the Department and the agencies and companies throughout the 
survey. The Indian Tea Association assisted the Department in producing a 
modified questionnaire form for the tea companies which probably ensured a 
considerably better response from that industry than we could have otherwise 
hoped for. Our thanks are also due to the many accountants who undertook the 
burden of completing the forms, and to the industry spokesmen who took part in 
discussions with us and responded to our questions with the utmost patience and 
frankness. The survey depended heavily on cooperation from all these people, 
and we are truly grateful for their efforts at all stages of the work. 


The book value of the U.K.’s share in the capital employed (U.K. stake) in the 
plantation companies in our sample amounted to £110 million at the end of 1964. 
According to the Board of Trade, the book value of net assets (attributable to 
U.K. parent companies) of U.K. branches and subsidiaries overseas classified 
under ‘agriculture (including plantations)’ was about £354 million at the end of 
1964! Hence our ‘plantations’ correspond to about one-third of U.K. direct 
investment in plantations of all kinds, and consequently amount to a good part 
of the field, although they are clearly not representative of plantations other 
than rubber and tea. 


Although the survey relates essentially to rubber and tea, it was most convenient 
for participating companies to report for the whole of their operations, and in 
some cases these included substantial production of other plantation crops. 
Diversification is particularly common among the rubber growers ; most rubber 
estates nowadays produce one or more subsidiary crop (principally palm oil and 
kernels, but also coconuts, and occasionally cocoa on a small scale). Indeed, 


1 Since the publication of the Interim Report, the Board of Trade definition of 
‘net assets attributable to U.K. parent companies’ has been changed, and now 
corresponds closely to our ‘U.K. stake’. 
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one of the fourteen companies included in our sample for rubber produced mainly 
palm oil, although it is a member of a rubber-growing group. It is perhaps more 
correct therefore to regard this survey as covering the U.K. plantation industries 
in Malaysia and India, rather than purely rubber and tea. 


B. The Questionnaire and its Completion 


The procedure for obtaining information from the plantations was similar to that 
followed in the main enquiry (described in Appendix B). Of the numerous tech- 
nical and accounting points which arose in the course of completing the forms a 
couple have quite substantial bearing on the results, and merit attention here. 


The first concerns the allocation of net assets between U.K. and overseas. Any 
division of a plantation company’s assets between the U.K. ‘parent’ and its 
Malaysian or Indian ‘branch’ must to some extent be arbitrary. The general rule 
followed, after some deliberation, was that a company’s holding of purely finan- 
cial assets, apart from its cash balances held overseas, should not be attributed 
to the overseas branch. Thus, ‘net operating assets’ in our tables are the total 
assets as valued in the books of the companies (not including their holdings of 
trade investments), less current liabilities to outsiders and less the book value 
of net U.K. assets (mainly cash and other current assets held in the U.K., in- 
cluding the company’s holding of U.K. gilt-edged and other securities). That is 
to say, we give figures for U.K. investment in rubber and tea estates, and the 
profitability of such estates; we are not concerned in this enquiry with the 
purely financial assets of the plantation companies, except to note that these are 
held mainly in the U.K., and that we deduct them from the companies’ balance 
sheets in order to arrive at U.K. direct investment in plantations. This is a point 
of some quantitative importance, since many plantation companies own sub- 
stantial holdings of liquid assets, mostly denominated in sterling. 


Furthermore, when calculating net operating assets in the survey, we do not take 
account of foreign shareholdings in the U.K. plantation companies. These we 
regard as inward portfolio investment by foreigners in the U.K. ‘parent’, which do 
not affect the latter’s stake in its branch. This procedure and that outlined in the 
previous paragraph are exactly in line with what was done in the main enquiry 
and conform to the philosophy laid down in Part I of the Interim Report. 


The second point concerns the basis for the market valuation of U.K. stake in 
plantations. Estimates for market valuation were requested on the forms using 
the same instructions as those adopted in the main enquiry — namely, that the 
U.K.’s share in the business (virtually equivalent to net operating assets in the 
case of the plantation companies, but not quite) should be valued on the basis of 
the London stock exchange valuation of the company’s shares, if available, after 
deducting the book value of the net U.K. assets. This is in fact what was done 
for plantations, and the figures in Tables V.2 and 3 (Appendix H) are on this 
basis, as are the estimates for capital appreciation in Table V.4. 


This method of valuation was strongly criticised by the industries’ represen- 
tatives on the ground that the stock exchange price can be a grossly misleading 
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indicator of the true worth of the companies, being unduly influenced by short 
term political considerations which have little to do with economic performance 
and longer term prospects. Scepticism as to the usefulness of these figures was 
expressed by the rubber growers in particular, who were able to show that for 
leading rubber companies a valuation for 1964 obtained by capitalising profits 
using a conventional price-earning ratio exceeded a valuation based on the stock 
exchange price by over 100 per cent. They argued on this and other grounds that 
individual rubber estates could have been sold in 1964 for much more than is im- 
plied by the stock exchange valuation, and for very much more in 1955, when 
selling prices of estates were extremely favourable. 


While accepting that a valuation based on stock market prices may be a far from 
reliable indicator of what can be got from selling plantations piecemeal, especially 
where the disinvestment is on a small scale and highly selective in character, we 
nevertheless feel that the figures derived from the stock market valuation should 
be given in the tables alongside comparable figures for other industries — some 

of which are clearly subject to similar criticism. The stock market valuation is, 
after all, the only completely objective measure available and it is a market 
valuation (both in London and locally, since share prices do not differ much be- 
tween the exchanges). 


At the same time, we are persuaded that the valuation placed on companies by 
investors in the world’s financial centres need not be the same thing as the value 
arising in a transaction where the buyer acquires exclusive ownership of a few 
estates, and that it is the latter ‘break-up’ value which is probably more relevant 
when discussing the effects of disinvestment in plantations. Accordingly, when 
we consider disinvestment in a later section of this appendix we use values for 
U.K. stake based on the profitability of the plantations, not on the stock market 
price. 


A final point before proceeding to the results concerns the treatment of certain 
rubber processing companies in the tables. Many rubber growers own and operate 
processing plants on their estates, but a number of central plants are run as joint 
ventures, set up as independent companies (some U.K. registered) in which 
growers participate as shareholders. The object is to provide a low cost service 
to the owners, rather than to make profits for the processing companies. It was 
thought best to include these independent processors as trade investments of the 
‘branches’, rather than as additional U.K. companies in the sample. 


Cc The Historical Record 


The main features of the historical record for plantations are presented in 
Table I.1. which gives separate figures for rubber and tea. 


The rate of profit on U.K. stake (after overseas tax) for the rubber companies, 
15.3 per cent, was the highest of any industry in our sample, whereas tea comes 
rather low in the list of industries (see Table IV.2, Appendix H). 


Growth of both plantation industries, as measured by the rate of additions to net 
operating assets, was more moderate than for any other industry in the sample, 
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Table I.1. Main items of the historical record for the plantation companies 


(Annual averages except where indicated; £ million) 


Total of 
Rubber Tea Rubber & Tea 
Profitability, growth, etc. 

Net operating assets 30.6 64.7 95.3 
Pre-tax profits 6.8 8.0 14.8 
% Profitability on net operating assets Zeid 12.4 the Sox) 
U.K. stake Set 61.6 92.7 
Post-tax profits accruing to U.K. 4.8 4.1 8.9 
% Profitability on U.K. stake 15:3 6.7 9.6 
Additions to net operating assets 

(1964 less 1955) 8.7 13.4 ye eg! 
Additions as %. of 1955 34.0 21.9 dn | 
Market value of U.K. stake in 1955 * 16.8 73.4 90.2 
% excess over book value, 1955 a ae 28.7 9.2 
Market value of U.K. stake in 1964° 30.6 70.4 101.1 
% excess over book value, 1964 —19.2 —2.6 =8.3 
Capital appreciation? 0.5 —2.0 -1.5 
‘Combined return’ to U.K. stake 5iZ 2h 7.4 
% ‘Combined return’ on U.K. stake 16.8 3.4 8.0 

Sales, purchases of U.K. exports, etc. 

Sales of output 2 24.6 59.4 84.0 
Purchases of capital equipment from U.K. 0.3 0.2 0.5 
% of annual expenditure on fixed capital 18.8 5 9.3 
Purchases of input items from U.K. i a 0.5 
% of net operating assets 1.7 ~ 0.5 
Payments to U.K. for:- 
(i) management services, etc. 0.34 ~c o34 
(ii) selling commissions and brokerages 0.3 -c¢ 0.3 
Payments as % of net operating assets 1.9 - 0.6 


Notes: 


Strictly, ‘rubber’ stands for ‘U.K. plantations in Malaysia’ (the great 


majority of which produce mainly rubber), while ‘tea’ stands for ‘U.K. plantations 
in India’, almost all of which produce tea only. 


Purchases of goods from the U.K. and payments for services are largely D.A.E. 
estimates made with the assistance of companies. 


For definitions of items, see Appendix A. 
Market valuations and capital appreciation in this table are based on stock 


a 


exchange values. 


Valued ‘net f.o.b.’; i.e. freight, brokerage and selling commissions are 
excluded. Appreciable sales of subsidiary crops, principally palm oil and 


kernels are included in ‘rubber’. 


Reported to be ‘negligible’ by the industry’s association. 
Mainly London administration charges and directors’ fees. 
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tea being easily the slowest to grow of any (Table IV.4). This reflects in part 
the sporadic net selling of estates to foreigners, mainly local operators, and in 
part a rate of expansion by the survivors which was in most cases fairly modest. 


The stock exchange valuation of the U.K.’s stake in rubber (in relation to book 
value) was particularly depressed in 1955, but had improved somewhat by 1964. 
As a result, a small amount of capital appreciation was experienced in rubber, 
bringing the ‘combined return’ after tax to just under 17 per cent. The trend in 
the stock exchange valuation for tea was decisively the other way, resulting in 
negative capital appreciation both for tea and for plantations as a whole. The 
rate of ‘combined return’ for tea was reduced thereby to 3.4 per cent, the lowest 
of any industry in our sample (Table V.4). 


Total sales of output by the plantations (valued f.o.b. the country of origin) 
averaged £84 million per annum, or rather less than the value of output by the 
mining subsidiaries in our sample (Table VII.1). No sales were reported as being 
made directly to U.K. parent companies, and indeed virtually all rubber and tea 
is sold to unidentified buyers on the open market. In the opinion of companies, 
possibly 10 per cent of rubber output and the bulk of tea goes ultimately to U.K. 
customers. 


Purchases of U.K. capital equipment by the plantations as a whole were very much 
in line with the average for the rest of the sample when related to expenditure on 
fixed assets, as far as we could estimate the latter (Table VI.1). The difference 
between the percentages for rubber and tea may to some extent be accounted for 
by a greater degree of mechanisation in the rubber estates, but it may also reflect 
a larger element of replanting in fixed capital expenditure by tea companies 
(something that we tried hard to correct in the case of rubber). Moreover, our es- 
timate of U.K. capital equipment purchases by the rubber companies are probably 
on the high side, for in a number of cases we accepted ‘total purchases of vehicles 
and machinery’ — most of which were said to be of U.K. origin — in the absence 

of better information. 


We should point out that the purchases of U.K. exports given in Table I.1 are 
more or less rough approximations. Frequently companies could provide inform- 
ation for the most recent year only, and could only guess at the proportion of 
their total purchases originating in the U.K. Furthermore, our estimates for ex- 
penditure on fixed capital are highly unrefined, especially in the case of the tea 
companies. Too much reliance should therefore not be placed on the figures, 
although they are sufficient to show that actual purchases of U.K. exports are 
fairly small in relation to investment in the plantations. 


Purchases of input items by the tea companies were stated at the outset to be 
negligible by the industry’s association, and were consequently not asked for on 
the form. The rubber growers, however, maintained that much of their fertiliser 
requirements were met indirectly from the U.K., although actual purchases are 
made from local distributors. Until after 1964 there was little or no fertiliser 
production in Malaysia, and slightly less than one-half of Malaysia’s fertiliser 
imports were supplied by the U.K. It was therefore assumed that 50 per cent of 
the fertiliser purchases reported by the rubber growers were U.K. exports. This 
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figure may rather exaggerate the f.o.b. value of fertiliser exports, but one can con- 
sider the difference to represent stores, spares, etc. purchased from the U.K. 


The resulting figure for annual purchases of input items by both types of plan- 
tations combined is smaller when related to average annual net operating assets 
than for any other industry in the sample except Paper (Table VI.2). 


Purchases of U.K. goods for re-sale by plantations were, inevitably, zero. 


Of the various categories of U.K. invisible exports generated by the plantation 
companies, we investigated in detail only those which would be appreciably af- 
fected if the plantations were in foreign rather than in U.K. hands. Principal 
among these are the accounting, secretarial, and managerial services supplied to 
the rubber growers by their London agencies and offices. These are expenses 
which were deducted before arriving at branch profit for the year (Item 11 in our 
form), and are similar in nature to the ‘payments for management fees, etc.’ re- 
ported by mining and manufacturing companies. Most rubber companies reported 
their actual expenditure and estimates were made for the rest on the basis of 1 
to 2 per cent of sales. The total for rubber growers was rather smaller in relation 
to post-tax profits than for the sample as a whole (see Table IV.9). 


In addition to the London agency expenses and directors’ fees, the rubber growers 
generate U.K. earnings in the form of sales commissions and brokerage on the 
London Commodity Market which, on their advice, we estimated at approximately 
1% per cent of the f.o.b. value of rubber sold through the London market. Since 
about 75 per cent of the rubber sales of the U.K. companies go through the Lon- 
don market (although no more than about 25 per cent of output actually comes to 
London — for disposal on the Continent as well as in the U.K.), the U.K. in- 
visible earnings thereby generated amount to possibly £%4 million per annum, or 
rather under 1 per cent of average net operating assets of the companies. 


Comparable items of invisible earnings for the tea companies were stated to be 
negligible. A good deal of tea is disposed of at local auctions, and the role 
played by London agencies and offices in the management of the tea companies 
is less important than in the case of rubber. Admittedly, a substantial amount of 
Indian tea is transported in British ships, but, as will be seen later this does not 
result primarily from U.K. ownership of the estates, and it did not seem worth- 
while insisting on details from companies, although the actual figure of shipping 
earnings would doubtless be of some size. 


D. Effects of Disinvestment 


In the normal way, this section would discuss the effects of the U.K. doing more 
(or less) investment in plantations, but it seemed more appropriate in the case of 
plantations to think in terms of disinvestment, since these are industries where 
some limited selling of U.K. interests actually took place during our period. Fig- 
ures for the effects of investment are given in the regular tables of the report. 


As was explained in Chapter XVIII, the effects of disinvestment do not precisely 
mirror those of investment, although they bear a strong resemblance. Accordingly, 
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the listing of effects in this section does not match exactly the presentation of 
effects for plantations in the main statistical tables of the report. For instance, 
Table X.1 in Appendix H shows that the effect of the plantations being in U.K. 
rather than foreign ownership was that the value of U.K. capital goods exports 
was increased on average by £18 per £100 of net investment in the year when the 
investment was done. This, however, does not mean that the effect of disinvest- 
ment in plantations by U.K. companies would have been to reduce U.K. capital 


goods exports by £18 for every £100 of net operating assets sold, as explained 
in Chapter XVIII. 


The same type of qualification does not apply to ‘continuing effects’, but one has 
to bear in mind when considering disinvestment that continuing effects should be 
related to the price obtainable for the assets in question, not the cost for which 
the U.K. company acquired them; and that it should be the price obtainable at 
the beginning of the period studied. 


This raises again the question of the valuation of the plantations for purposes 

of disinvestment, which was mentioned earlier and which we explored in some 
detail with companies. Although the rubber growers were strongly of the opinion 
that the stock exchange value greatly under-rated the true value of rubber estates 
in 1964 (and a fortiori in 1955, when share prices were exceedingly depressed), 
they were unable to produce much evidence of prices realised in actual trans- 
actions, as there were relatively few of any size during the period. They never- 
theless maintained that, although it was difficult to dispose of large companies 
in single transactions at favourable prices and remains so today, it was possible 
to sell off numbers of small estates to local operators on a reasonable scale, had 
companies wished to do so. The price at which small plantations can normally 
be sold, or large estates broken up, bears a conventional ratio to profits which 
works out at about nine times the pre-tax profits of an estate. 


On this basis, the ‘break-up’ value of the rubber companies in the sample works 
out as follows: 


Table 1.2. Break-up value of U.K. rubber plantations in the sample 
(£ million) 


Net assets of the ‘branches’ 1955 1964 
Book value I5.5 37 ol 
Break-up value* LAS 65.4 
% excess over book value 126 76 


Ee ee a 
a Break-up value of net operating assets plus book value of 
trade investments attributed to the ‘branches.’ 


It should be stressed that this valuation does not represent the likely terms on 
which entire plantation companies could be sold en bloc to foreigners. It reflects 
our assessment of the proceeds that could probably be got on average from 
selective disinvestment in small units to local proprietors on a fairly limited 
scale. We certainly do not suggest that the U.K.’s interest in leading rubber 
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companies could be sold on a large scale at these favourable prices , much less 
that the entire U.K. stake in rubber could be liquidated on these terms. 


A second point which should be stressed is that the ‘break-up’ value changes 
appreciably in relation to book value over fairly short periods of time in response 
to change in the profits of the plantations. It is nevertheless not as variable as 
the stock exchange valuation. 


It is rather harder to generalise about the selling value of the tea companies for 
disinvestment purposes. We did invite specific information on this matter from 
the tea companies, who reported sales of estates totalling £2.0 million in book 
value during our period, the proceeds amounting to £2.7 million. As one would 
expect, prices realised were extremely variable, ranging from a level equal to 
book value or a little less in some transactions to twice book value in others. 
There was no perceptible trend in the ratio over the period, averages showing 
marked but unsystematic changes between successive years. 


In the absence of fuller information, we consider that the ratio emerging from all 
sales reported during the period is probably a reasonable (approximate) measure 
of the ‘break-up’ value of the tea plantations, at least as far as disinvestment on 
a limited scale is concerned. Accordingly we adopt this figure (about 33 per cent) 
as measuring the excess of break-up over book value in the case of tea, and we 
assume that it applied in 1955 — the crucial date for our purposes — and that the 
ratio remained broadly constant over our period. 


It is worth noting that the choice of ‘break-up’ value here in preference to stock 
exchange value favours tea but not rubber. Thus the break-up value of the tea 
companies in our sample moved from being little different from stock exchange 
value at the end of 1955 to being roughly one-third higher by the end of 1964, re- 
flecting the absolute decline in stock exchange values of tea companies during 
our period ; whereas the break-up value of rubber companies fell relatively from 
being approximately three times stock exchange value in 1955 to approximately 
twice stock exchange value in 1964, reflecting recovery in rubber shares and 
stagnation of break-up values. This pattern of relative movement explains why, 
as will be seen later, capital appreciation is positive for tea when calculated for 
purposes of disinvestment, but negative when given in Table I.1; and why posi- 
tive capital appreciation for rubber in Table I.1 becomes zero (actually very 
slightly negative in the unrounded figures) when calculated for the purpose of dis- 
investment. 


The various effects of disinvestment in rubber and tea are set out in Table I.3, 
which follows the approach adopted in Chapter XVIII (see especially Table 
XVIII.3 page 247). 


Note firstly that there are no ‘initial effects’ of disinvestment on U.K. exports of 
capital goods. 


The ‘continuing effects’ are related to £100 of net operating assets at 1955 break- 
up values so that, for instance, a post-tax return of about £15% per £100 of U.K. 
stake in rubber at book value becomes about £6% per £100 of net assets at 1955 
break-up value (book value of U.K. stake in 1955 amounting to rather under half 
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Table I.3. Effects of disinvestment in rubber and tea 


(Expressed per £100 of net assets at 1955 break-up values) 


Item Rubber Tea Rubber plus 
tea® 

A. Particulars of notional scale 
1. Break-up value of net assets 100 100 100 
2. Book value of net assets 45 75 62% 
3. Book value of U.K. stake 44° 70 59 
4. Break-up value of U.K. stake 98% 95 96% 
B. Continuing Losses to U.K. 
5. Post-tax profits accruing to U.K. 6% 4% a 
6. Ditto, plus capital appreciation 6% 5% 6 
7. Exports from U.K. 

Input items Y, 0) 0 

Services % 0 % 


C. Continuing Gains to U.K. 
Income on 4 5 4% 454 


9. Capital appreciation on 4 ? ? ? 


Notes: 


Profits, etc. are on an accounting basis; no attempt is made to adjust for 
replacement cost, etc. 


Capital appreciation is calculated using the figures for break-up value of 
plantations, not stock exchange prices. 


We are unable to give definite figures for capital appreciation obtainable 
from re-investing the proceeds of sales (Item 9). 


a In effect, of course, this is a weighted average of the industries, as in 
other tables of the report where industries are combined. Here, the weights 
are the respective break-up values of net assets in the sample at end - 1955. 


the break-up value of corresponding net assets). This represents a ‘continuing 
loss’ to the U.K. balance of payments, against which can be set the return that 

the U.K. could get from re-investing its share of the proceeds of sale in external 
financial assets of some sort, which we assume to be at the rate of about 5 per 
cent. Since virtually all the proceeds of a sale would accrue to the U.K. (outside 
finance for the ‘branches’ being extremely small), the return for rubber comes out 

at a round figure of £5 per £100 of break-up value. The corresponding figures for 
tea are post-tax profits of £4%4 and a return on the proceeds of disinvestment of £4%. 
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A further ‘continuing loss’ to the U.K. balance of payments stems from the effect 
of disinvestment on U.K. exports. Our ‘best guess’ for the effect on input items 
exported to Malaysia is that very roughly one-fifth of the flow of such exports 
depends on the ownership link with the U.K. This is based on the industry’s view 
that small estates in the hands of local Malays or Chinese use a somewhat smaile: 
amount of fertilisers in relation to their size than does the typical U.K. plantation 
They consequently argue that transfer of part of the industry to local hands would 
affect U.K. exports through a drop in the total of imported fertilisers, and our es- 
timate attempts to take reasonable account of this. It is not argued that a change 
of ownership would greatly affect the proportion of Malaysian fertiliser require- 
ments supplied from the U.K. The figure for this effect comes out in very round 
figures at £14 per £100 of net assets of the rubber companies at 1955 break-up 
values. 


Our estimate for services is that the U.K. would lose the entire flow of a com- 
pany’s payments to London for ‘management fees’ and for selling commission and 
brokerages if it were broken up and sold locally. The reasoning here is that 
management and accounting services would no longer be supplied from London, 
and that there would be a much greater inclination on the part of foreign owners 
to sell on the local rubber markets rather than through London. This effect for 
rubber comes out at about £%4 per £100 of net assets (1955 break-up value). 


Finally on services, our judgment was that there would be no perceptible effect 
on U.K. earnings from freight and insurance. The rubber companies argued that 
they can exercise an effective preference in favour of ships of the Far Eastern 
Shipping Conference (which has a strong membership of U.K. lines) in shipment 
to the U.K., Europe and the Mediterranean ; and that local producers have a 
preference for non-Conference vessels. However we cannot accept that the share 
of traffic obtained by the Conference lines would be very much affected by dis- 
investment on the scale we have in mind, or that the rates and discounts offered 
would be very much affected. In the case of tea, an agreement operates at Indian 
ports effectively regulating the proportions of cargo carried by ships of Indian and 
other nationalities (including British), so that U.K. ownership of the tea com- 
panies makes little difference to U.K. shipping earnings from tea. 


Our argument with respect to insurance is the same as the one used elsewhere in 
the study — namely, that payments of premiums to U.K. insurance companies, 
and payments of claims by them, would be little affected by a modest change in 
the pattern of ownership of overseas companies because of the extent to which 
international re-insurance takes place among major insurance companies, and the 
role played by Londcn as a major international centre for insurance and re- 
insurance. 


Our general conclusion, therefore, with regard to U.K. exports of goods and 
services is that the effects of disinvestment in both tea and rubber are likely to 
be extremely minor. 


This conclusion applies equally to the effect on U.K. imports of plantation pro- 
ducts. We see no reason here to modify our general conclusion stated in Chapter 
XIII, which was that, apart from a small number of exceptional cases, the U.K. 
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does not obtain imported materials on preferential terms as a result of its direct 
investments in overseas materials production. Rubber and tea are both sold 
virtually exclusively in the open market, and in these circumstances there is no 
scope for discriminating between buyers on grounds of nationality. Unless we 
assume that the scale of output would be appreciably affected by a transfer of 
companies to local ownership, or that the new owners would institute a deliberate 
policy of discrimination against U.K. purchasers — neither of which assumptions 
seems reasonable — we must conclude that the effect of disinvestment on U.K. 
imports must within the framework of our model be zero or negligible. 


A glance at the table will show that, ignoring capital appreciation, the net con- 
tinuing effect on the U.K. balance of payments will be a loss of approximately 
£242 per annum per £100 worth of disinvestment in the case of rubber, and approx- 
imately zero in the case of tea. If capital appreciation is included, the loss in 
the case of rubber would possibly be reduced to zero, while there might be a gain 
in the case of tea possibly amounting to rather over £1. 


The combined figures for rubber and tea are given in order to see what the effect 
might look like for plantations in general. The impression given by the figures is 
that the continuing effects of disinvestment in plantations would be very slightly 
adverse if one ignores capital appreciation, and approximately zero if one brings 
it in. 
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Appendix J 


The Enquiry into International 
Sharing of Research and Know-how 


One extremely important area of study that remained outside the scope of the 
Interim Report for want of time was the question of the advantages to the U.K. of 
technical feed-back, research-sharing and so on resulting from British companies 
having overseas subsidiaries. Although the main part of our enquiry had thrown 
up some fragmentary information on the subject it was clear that we would need 
to make a further general approach to companies and that the approach could best 
be made by means of another form asking for statistical data. 


We experienced a good deal of difficulty in devising ‘Form 3’, not only because 

it was not clear what questions companies would be able to answer in this field, 
but also because we were not at all sure about the information we would need 
until we had had a number of discussions with industrialists. As in the earlier 
phase of the research, we were extremely fortunate in being able to call upon 
abundant reserves of good will in a small group of ‘guinea pig’ companies, with 
whom we had lengthy discussions before even drafting a form; subsequently they 
gave us comments on our draft and made pilot attempts at completing it. To these 
companies — I.C.I., Unilever, and British Insulated Callenders Cables — we owe 
an enormous debt of gratitude. 


When, eventually, the form and explanatory notes had been finalised to our satis- 
faction they were sent out to some fifty companies: all the manufacturing com- 

panies, plus Borax and Rio Tinto-Zinc of the mining companies. (For plantations 
and the other mining companies we established that this part of the research had 
no relevance.) The form and notes are reproduced as the Annex to this Appendix. 


The job facing the officials of companies asked to complete Form 3 was indeed 
formidable ; it was, moreover, a different kind of task from that of completing the 
earlier Forms 1 and 2. Those forms had involved companies in a great deal of 
delving into their own and their subsidiaries’ records to produce a ten-year 
historical record. Form 3 called for some accountancy figures, but mainly for 
estimates (for one year) of figures which in some cases were not of a kind nor- 
mally available in company records, together with judgments of effects for which 
estimates — or ‘best guesses’ — were needed. Once again, discussions between 
the research team and companies were to play an indispensable part, but this 
time it was felt that it would be possible to clear up outstanding difficulties with 
a combination of telephoning and correspondence — and this with one or two ex- 
ceptions proved to be the case. 
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On receiving the form, some companies were able to complete it almost im- 
mediately (in some cases because theirs was virtually a ‘nil return’). Others 
however said that completion of the form would involve them in an enormous 
statistical exercise ; others again, for whom the relevant figures appeared to be 
small, asked whether it was worthwhile for them to make a return. In order to 
assist companies that responded in this way — and more generally to give an 
idea of what could be regarded for our purposes as ‘negligible’ — we devised 
some rules of thumb relating to orders of magnitude, etc. These were circulated 
to the relevant companies in the form of an additional note — ‘Simplified Instruc- 
tions for Completing Form 3’ (also reproduced in the Annex). It was recommended 
that, in general, any figure that was probably under £10,000 should be regarded 
as ‘negligible’, and that where it was clear that a figure would be less than 
£25,000 it should be described on the form as ‘less than £25,000’; since our 
general principle was to avoid the risk of under-estimating the benefits of re- 
search-sharing, the latter entry was taken as £25,000 for purposes of compilation. 
Companies were asked to make a special effort to fill in questions 1—5 (the 
global ones), with the additional assistance that where research carried out over- 
seas was essentially for local use only it was quite acceptable to give ‘local use 
only’ as the answer to question 3! 


In itself the above would have given no figure for the feed-back of informal know- 
ledge, which was only asked for on a country basis. Companies were therefore 
also asked to complete the remainder of the form for any country from which the 
combined ‘feed-back’ of formal and informal knowledge to the rest of the Group 
(defined as item 6 less item 7 plus item 12) was thought to exceed £100,000; if 
this figure was judged to lie between £25,000 and £100,000 for any country a 
listing of such countries was asked for, and the Department made a generous 
assessment of the figure in such cases. Feed-back of less than £25,000 for a 
country was regarded as negligible. Companies that were unable to mention a 
specific country as providing significant feed-back were invited to give a figure 
for all their overseas subsidiaries combined; if significant, this amount was al- 
located by the Department between countries in rough proportion to overseas 
output. 


With the aid of this further guidance, the original explanatory notes, and com- 
munications with the Department, the great majority of companies were able to 
make their returns to us. Some however, still hesitated to do so and with them 
we discussed ranges of figures, in a few cases suggesting ‘order of magnitude’ 
figures ourselves. Ultimately we managed to obtain usable information on an 
agreed basis for every one of the companies approached, in respect of all items 
needed for our main calculation — which was the computation of ‘net gain to be 
added to overseas profits’ (see Chapter XXIV) for the sample of companies on a 
global basis. In the less crucial calculations, such as the measurement of net 
gain from individual countries, and the ‘true’ assignment of Group research costs 
between overseas subsidiaries and the ‘rest of the Group’ (described in Chapter 
XXV, section D), we resorted partly to our own approximations and pro-rata 


1 The final question on the form, which was designed to provide a check on the 
results from earlier items, elicited only fragmentary response, and was abandoned. 
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allocations for some items. In the cases where companies did not give details of 
supporting items (overseas research expenditure, etc.), the gaps were filled in 
using information from alternative sources, including knowledge gained elsewhere 
in the study. In this way, compilations of figures could be made on a comprehen- 
sive basis, rather than excluding companies for the sake of minor gaps in their 


information. 


At all stages of collecting and analysing the data, our general principle, for use 
when in doubt, was to avoid the risk of underestimating the net gain and the true 
over-all contribution of the overseas subsidiaries via knowledge-sharing. 


Naturally enough, there is some variation in the quality of the returns and in the 
accuracy of the calculations. But in the nature of the case many of the figures 
in a survey like this one can be no more than estimates or best guesses — and in 
virtually every case we feel confident in saying that the companies made a con- 
scientious effort to provide the best estimates possible. In this field we were of 
course completely dependent upon the companies for information and we are glad 
to put on record yet again our sincere thanks to them for their excellent response 
in what must be an unprecedented research exercise. 
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ANNEX TO APPENDIX J 


In the following pages we reproduce the questionnaire on research-sharing, etc. 
(Form 3), with its ‘Introductory Note’ and accompanying instructions for com- 
pleting the form. These were sent out to companies as they appear here, under 
letters addressed to the officials who had dealt with the earlier enquiry. 


We also reproduce the ‘Simplified Instructions for Completing Form 3,’ which 
were circulated later to selected companies in need of further assistance. 


The note to question 12, given on page 398, is particularly important. 
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Introductory Note 
Object of the Exercise 


The purpose of the attached questionnaire is to obtain information from com- 
panies that will throw light on an area of study that received only scant attention 
in the Interim Report: the question of the advantages to the U.K. of technical 
feed-back, research sharing and so on resulting from British companies having 
overseas subsidiaries, etc. It is felt by some companies that benefits of this 
nature are considerable, and we are now inviting companies to make some attempts 
to quantify them, however approximate. 

One source of gain to the U.K. appears to be the fact that research done in 
this country primarily for application here can often be charged out in part to over- 
seas subsidiaries who can use its results, so that the U.K. company effectively 
obtains its research at lower cost than it would if it had no overseas companies — 
though before this conclusion can be reached it is necessary to consider the pos- 
sibility that a U.K. company could sometimes sell research results, licences, etc. 
to foreign firms if it had not set up overseas subsidiaries. 

The other important gains result from the receipt by the U.K. parent of use- 
ful knowledge of various kinds from its overseas subsidiaries, either without pay- 
ment or at a charge that is below the cost of obtaining the information (or its 
equivalent) by other means. The forms of knowledge in question consist both of 
formal research and informal information acquired in the course of operating 
abroad, such as performance comparisons, selling techniques and so on. 

Throughout the exercise, it should be borne in mind that what we are attempt- 
ing to discover are the net benefits accruing to the U.K. from overseas investment 
over and above the profits from overseas subsidiaries. Clearly overseas subsid- 
iaries benefit from research-sharing and informal contact with the U.K., but this 
benefit is reflected in their profits, which we already know. We are, however, in- 
terested in research-sharing between overseas subsidiaries where this is signifi- 
cant. ; 


Method of Procedure 

We hope that it will be possible for you to go ahead rapidly with the com- 
pletion of the Form once you have read the instructions, though many companies 
will no doubt have special problems which they will wish to discuss with us. We 
will be prepared to visit companies either before or after they have filled in the 
Form if a meeting seems to be required, but in the light of our experience with the 
companies with whom we have already had discussions we would expect, in most 
cases, to be able to clear up difficulties over the telephone. Please don’t hesitate 


to ring Mr.C.T. Taylor or Mr. S.J. Potter on Cambridge 58944 about any queries 
you may have. 


Please send completed returns to Mr. Taylor or Mr. Potter at :— 


Department of Applied Economics, 
Sidgwick Avenue, 
Cambridge. 
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Department of Applied Economics, University of Cambridge 
ENQUIRY INTO U.K. DIRECT INVESTMENT OVERSEAS 


Form 3: Information Relating to the International Sharing of Research 


and Know-how‘) 


Name of reporting U.K. group 


Sees SSeS CRM he 6 se |S whe 8 8 Oe 6) fe O88) el 16 ee eee) ee ig eee 4 ee 


MeamiOuwnicn intonmationirelates  ~ . << ssmydssenks dence aleve 
1. Sales by U.K. members of group: (£000) 
FIOM ERM Oth Cli ocicio.d ens e5eseye.e. oa 6 


ENS EA) 


I. Research and Development 
2. Cost of formal research and development done in the U.K.: 
(£7000) 
Soy SE ag SP rr ane aero ne nT , 
(b) Production research and development —_........».... see 
3. Cost of formal research and development done by overseas members of the 


group: 


(£7000) 
Paeiatrerrescdich- $$. «sbietes oncdh. teamrateeun 
(b) Production research and development _............ 2 +e 
4. Payments by overseas subsidiaries etc., to other members of the group 


(whether in the U.K. or overseas) for supplying information about: 


(£7000) 
Og ee a) a a ar oo al ee en I ee 
Gait coduction ~~ |. SHY AQ SPOONS, THE. ees 
5. If manufacturing subsidiaries had not been set up overseas, please estimate 
how much the group would have been able to obtain through licence fees, 


royalties, etc. from outsiders, in addition to the payments actually received 
from outsiders 


(£'000) 


Ce 


(D Before completing this form please read the Introductory Note and the 
Instructions for Completing Form 3. 
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Il. Feedback of Research and Know-how from Overseas 


(Please include in this section overseas subsidiaries etc. in any country that 
was a source of an important “feedback” of knowledge - formal or informal - to the 
rest of the group, whether in the U.K. or overseas. Please report separately by 
country, entering the names of countries involved and adding a continuation sheet 
if there are more than four.) 


Country X 


6. Cost of formal research and develop- 
ment done in Country X: 
(a) Market research E2000 :e 16-dne ew feck deat beearGh eee 
(b) Production research and 
development £'000 =o thatdbes i. «company, SIV 
7. How much of 6 was essentially of 
relevance to Country X only: 
(a) Market research TO Vas pat, hepege chow wctasiee SeMeSE ics TO 
(b) Production research and 
development % Une SOs OY Pry Mtn, PRP Sacer 
8. Payments to subsidiaries etc. in 
Country X by other members of the 
group (whether in the U.K. or 
overseas) for information about 
(a) Marketing E50GU 000g. ihe haere BOM Te ee 
(b) Production £7000: Sout, 25 IO FUG), POA, SS ee 
9. How much of all types of research 
and development done outside 
Country X was primarily intended 
for the benefit of subsidiaries etc. 
in Country X* 
(a) U.K. research and 
development £000 \26eg1ytG.:>~ 4. SO Al PEEP ae 
(b) Overseas research 
and development £'000 ave divs, | ee ee 
10. Payments by subsidiaries etc. in 


Country X to other members of the 
group for information about 


(a) Marketing 
(i) supplied from U.K. £7000 
(ii) supplied from overseas £7000 
(b) Production 


(i) supplied from U.K. £7000 
(ii) supplied from overseas £7000 


a 


Beebe: 6 we 


wie kere « 


see eee 


oF 6)» ele) yy Se he Ventas! 


SSeS ee. TE oe ene 


a. tw ce Ne e+ ee enon 


ey 


* In relation to the other countries in which you have overseas subsidiaries, etc. 


please consider whether any important amounts of research were done essentially 
for the benefit of one of them by the U.K. or by a subsidiary in some other country. 
If so, please state the total amount of such research expenditure (£7000) 


ee ey 
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Ag: 


12 


13. 


If manufacturing subsidiaries, 
etc. had not been set up in 
Country X, what licence fees, 
royalties etc. would have been 
received by the group (whether in 
the U.K. or overseas) from out- 
siders, in addition to those that 
were actually received from 


outsiders £’000 


If manufacturing subsidiaries, 
etc. had not been set up in 
Country X, what additional 
expenditure by other members 
of the group would have been 
needed to compensate their 
operations for loss of 
informal know-how obtained 
from X 


(For reporting groups that 
have sold or taken over 
overseas manufacturing sub- 
sidiaries since 1955) 


£7000 


In the light of your experience 
with these transactions, what 
percentage addition would 
you apply in valuing your 
manufacturing operations 

in Country X to allow for 

the difference between their 
value as ‘pure investments’ 
and their value to the U.K. 
parent as integral parts 

of the group’s business 7o 


Name of the person to whom enquiries 
on this form should be addressed 


Telephone number 


Extension 


Country X 


we) Ree ae wits wuvn (Miele vere. wd PS ae, 0 0) 6 


0.6 Shee iw PR Ea wEshst~ Wier) | (Sisel s eteLy OT) wi epalete « 


ee. a. 8 8. (a, 2 Ouielis) teawiig ee se | URme! \6 8 ere 


VT obreMeonte @ etees bas MV 6re se Bete Take © 6's) a aos 
Rin) viele em whalers, a iete (6, wm 50 6) Sle ey Ee aie bie vs, 


we see ek 6, C0 e ew ee eae 
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Instructions for Completing Form 3 on Overseas Investment 


General 


Information is requested for your financial year nearest to the calendar year 
1964 (or 1965, if that was the final year covered in your previous retum). All 
amounts should be expressed in £ thousand, although some items will be given in 
much rounder figures. 

Please do not regard this Form as an accounting exercise: in places esti- 
mates — or even ‘best guesses’ — will be needed, and you are asked to think in 
broad terms when filling in these figures. 

All companies are asked to complete Section I of the Form, together with the 
opening particulars. If your company has overseas subsidiaries and/or branches 
which were an important source of ‘feed-back’ of useful knowledge, please com- 
plete one column of Section II for each country to which this applies - including, 
any countries which were not on the list selected for special attention in the 
previous forms. All companies are also asked to consider whether the footnote on 
page 2 applies in their case, and to fill in the figure if it does. 

Blanks appearing in any part of the Form will be interpreted to mean “nil” 
“negligible” or “not applicable”. If this is not the correct interpretation, please 
add a note of explanation. 

If you consider that a range would be more helpful than a single figure in 
some questions, this will be acceptable. 

We should particularly welcome any comments, explanations, notes on 
methods, etc., that you may wish to add to the figures. Please attach a separate 
sheet if there is’ not room for the comments on the Form. 

We hope to deal with any outstanding points by telephone. Please do not 
hesitate to call Mr. S.J. Potter or Mr.C.T. Taylor at the Department of Applied 
Economics (Telephone Cambridge 58944) if you have any queries. 


Definitions 


I. Subsidiaries etc. is used in this form to denote your Group’s overseas sub- 
sidiaries, sub-subsidiaries and branches. 


II. Formal Research and Development should be interpreted to comply as nearly 
as is conveniently possible from your statistics with the definitions used in the 
Ministry of Technology’s Statistics of Science and Technology (London, H.M.S.O., 
1967, page 6). 

Our preference is for you to include the design, construction, testing and 
modification of the first prototypes of a new product, but to exclude work on 
getting the production process going smoothly. Here and elsewhere, however, 
we do not ask you to worry about fringe or doubtful items, unless they are ex- 
tremely large. 

Please include Group expenditure on research done by outside bodies, as 
well as that done in your own establishments. Include the cost of research done 
by you for outsiders (including the Government), but deduct amounts receivable 
from them for this work. Please do not include licence fees or other payments 
for research which is the property of outsiders. 


III. Informal know-how is intended to refer to all useful expertise arising in the 
course of company operations which is not a result of formal research. 
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IV. Intra-Group payments should include royalties, licence fees, technical aid 
fees and any other payments for formal research or informal know-how, unless 
they represent reimbursements for the direct costs of transferring information. 
(Thus, for example, payments by overseas subsidiaries to the U.K. for reimburs- 
ing the cost of U.K. personnel visiting or seconded to the overseas operations in 
an advisory capacity should not be included). 


V. Licence fees forgone arise in certain cases as a consequence of the assump- 
tion we adopted as part of our approach to the problem of overseas investment: 
that if the U.K. Group had not set up productive operations in a particular country 
some non-U.K. company would have taken the opportunity to manufacture in its 
place. In cases where the U.K. Group would be able to sell production rights etc. 
to an outsider on a commercial basis, licensing is clearly an alternative to pro- 
ducing locally and the U.K. company forgoes the return from the former if it 
chooses to undertake the latter. 


Notes on Particular Questions 


1. So far as possible, sales should be made up of goods produced or processed 
by the Group in the U.K. which were disposed of as follows:— 


(a) Home sales equals goods sold to outside customers in the U.K., plus 
capital equipment for use in the Group’s U.K. operations; 


(b) Export sales equals goods sold to outside customers for export plus 
goods supplied to your overseas subsidiaries (whether for resale or for 
use) — all preferably valued f.o.b. 


2. See Definition II. 
3. See Definition II. 


4. See Definition IV. Please note that payments between overseas subsidiaries 
should be reported on a gross basis. 


5. See Definition V. The approach to this question should be on a country-by- 

country basis; that is, you should estimate the extra licence fees that could have 

been obtained through not having manufacturing subsidiaries in a particular over- 

seas country (the Group’s activities in other countries being unchanged), and add 
_up the estimates for each country to give a total for all overseas countries. 


6. See Definition II. 


7. You are asked to estimate how much of the research done in “Country X” was 
of a type that was of little interest except in Country X. 


8. See Definition IV. 


9. Please note that the footnote to this question may be of relevance to you even 
if you have not completed the rest of Section II. 


10. See Definition IV. 
11. See Definition V. 


397 


12. See Definition III. The object of the question is to try to evaluate the bene- 
fits derived by the rest of the Group from the feedback of informal know-how that 
stems from overseas manufacturing operations in key countries. An‘effort of con- 
structive imagination is called for in order to estimate the loss to the rest of the 
Group that would come about if it did not have access to knowledge about tech- 
nical processes, business methods, selling techniques, etc. originating with sub- 
sidiaries in, say, the U.S.A. or Germany. 

One possible way of tackling the problem is to judge what amount manage- 
ment in the U.K. and elsewhere would have wanted to add to 1964 expenditure on 
formal research and development, licence fees, outside consultants, management 
courses and training schemes etc. - supposing the additional resources to come 
from a windfall increase in net profits -to compensate for loss of know-how trans- 
mitted from overseas subsidiaries in Country X. It might be best to estimate a 
range of amounts-the upper end of which would be equal to the smallest addition 
to actual expenditure in 1964 that would leave the Group’s remaining operations 
definitely better-off, despite the loss of know-how; and the lower end, to the 
largest addition to 1964 expenditure that would still leave these operations defin- 
itely worse-off. 

An alternative possible approach would be to imagine that the U.K. members 
of the Group had disposed of some shares in their overseas subsidiaries in Country 
X, so making them into “affiliated” companies (no longer controlled in the U.K.). 
It is then proposed that agreements should be drawn up between the affiliates and 
the rest of the Group for the transfer of know-how in both directions on the basis 
of the value to the recipient. (Assume that quid pro quo exchanges would not take 
place under the agreement.) For the purposes of the negotiation, you are asked to 
advise the management of the group what the value of the incoming knowledge 
should be put at (as an offset to the value of the outgoing knowledge). What figure 


would you name — recognising that too low a figure may lead to a failure in the 
negotiations, and too high a one would mean loss of profit? 


Other approaches may occur to you which seem to suit your company’s 
circumstances better; and we shall be glad to discuss this question with you 
before you complete the form if that would be helpful. 


13. This approach was suggested to us in our preliminary discussions. It is one 
that may recommend itself to those who are accustomed to valuing overseas busin- 
esses for one purpose or another. The question is particularly addressed to com- 
panies that have sold or taken over overseas manufacturing subsidiaries in recent 
years. ; 

You should assume, for the purposes of this exercise, that the subsidiaries 
etc. in question, when viewed as pure investments, would continue (if they wished) 
to have access to their customary supplies of components or materials, and would 
retain existing production rights, exclusive dealerships, etc. -except that transac- 
tions with the U.K. parent would now be universally on an arms-length basis. Thus 
the subsidiaries would no longer, for instance, have free or virtually free access 
to the U.K. parent’s know-how, but would pay a commerical price for these 
privileges. Commissions from selling the previous parent’s finished products 
would similarly be on an arms-length basis. 


We should appreciate a brief note explaining how the percentage was 
arrived at. 
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Department of Applied Economics, University of Cambridge 


Enquiry into U.K. Direct Investment Overseas 


Simplified Instructions for Completing Form 3 


Several companies have told us either that in their case a good many of the 
items on Form 3 are negligible, or that an enormous exercise would be required 
to fill in the Form comprehensively. In order to ease the load for companies, es- 
pecially where figures are in any case very small, we offer these notes of guidance. 


General 


Please do not hesitate to give approximations: questions involving judge-. 
ments can only be answered approximately, so there is no point in going to great 
labour to give precise answers to the factual questions. 

Wherever it is fairly clear that a figure would be less than £25,000, it is quite 
satisfactory if you enter “less than £25,000” on the Form — but it is still better if 
you divide these cases and enter “negligible” in those cases where the figure is 
probably under £10,000. 


Questions 1 to 5 


We should like all companies to answer these global questions. If however 
the research carried out by overseas members of the group is essentially for 
local use only, we shall be quite content if companies give “local use only” as 
the answer to question 3. 


Section II (Questions 6 to 13) 


This section of the Form should be filled in for subsidiaries in a country 
that is the source of significant “feedback” of formal or informal knowledge to 
the rest of the Group. For this purpose “feedback” can be taken as the cost of 
formal research done overseas that is not purely local interest (item 6 less item 
7) plus your estimate of the value of informal know-how (item 12). We would re- 
gard this as “significant” if it exceeds £25,000. For countries where you would 
judge that feedback is significant but amounts to less than £100,000, it would be 
quite acceptable for you to list the countries concerned and not to bother to 
answer questions 6 to 13. Where you feel that the figure exceeds £100,000, however, 
we would like you to complete these questions. Please feel free to round figures 
heavily. 

For countries where feedback is not significant, we would nevertheless ask 
you to consider whether question 9 is relevant. Once again, amounts which are 
probably less than £100,000 can be described as “less than £100,000”. 


Appendix K 


List of Companies Added to the Sam 


The sample of companies whose returns have been used for the Final Report 
includes the following in addition to those listed for the Interim Report (see 


Annex 1 of Appendix B): 
Mining 
Ashanti Goldfields 


Chemicals 


Albright and Wilson 
Wellcome Foundation 


Plantations 


(i) Members of the Rubber Growers’ Association : 


Anglo-Asian Rubber Plantations 
Golden Hope Plantations 

Kuala Lumpur—Kepong Amalgamated 
Kulim Rubber Plantations 

Labu Cheviot Rubber 

Linggi Plantations 

London Asiatic Rubber and Produce 


Malacca Rubber Plantations 
Merlimau Pegoh 

Oil Palms of Malaya 

Pataling Rubber Estates 

Rubber Estates of Malaya 

Straits Rubber 

United Sua Betong Rubber Estates 


(ii) Members of the Indian Tea Association : 


Achabam 

Aibheel 

Amalgamated Tea Estates 
Anglo-American Direct Tea Trading 
Assam 

Assam Consolidated Tea Estates 
Assam Estates 

Assam-Dooars 

Badulipar 

Bagracote 

Bamgaon 
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Bazaloni 

Bengal United 

Borhat 

Brae and Chingoor Estates 
British Assam 

Cachar and Dooars 
Chubwa 

Chulsa 


Consolidated Tea and Lands 


Dangua Jhar 
Dejoo 


Dhoolie 

Dooars 

Doom Dooma 
Empire of India and Ceylon 
Endogram 

Gingia 

Greenwood 

Halem 

Hope 

Hunwal 

Imperial 

Isa Bheel 

Jokai (Assam) 
Kalline 

Kanan Devan Hills Produce 
Kukicherra 
Lankopara 

Lebong 

Leesh Rover 
Longai Valley 
Madras Tea Estates 


Malayalam Plantations 

Marangi 

Meenglas 

Moran 

Nedeem 

Northern Dooars 

Rowe, White and Co. as agents' 
Rungajaun 


Salonah 


R.G. Shaw and Co. as agents! 
Singlo 

Sonabheel (Assam) 

Stanmore (Anamallay) Estates 
Thanai 

Travancore Tea Estates 
Upper Assam 

Vaghamon (Travancore) 


1 
James Warren and Co. as agents 


Western Cachar 


Geo. Williamson and Co. as agents’ 


1 Consolidated return covering a number of tea companies. 
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Index to Both Reports 


Author’s Note — This index does not cover the ‘Summary’, which is itself a guide to the 
contents of both reports. 


Numbers in bold type refer to tables. Only the main tables relevant to a particular entry 
are given. 


Entries for individual industries or countries are confined to points which receive sub- 
stantial treatment in the reports. Readers interested in results for particular industries 
or countries should consult the appropriate tables and the text surrounding them. 


Accounts with U.K. group, 271—2; by industry, G.5; interest on, G.6. 

Additions to net operating assets. See Growth 

Additional capital invested: by industry, V.4; defined, 136; difficulties 
in estimating, 136,142 

Adjustments, accounting, for previous years, 96,134,135 

Adler, F.M., 255n., 284n., 297, 332n. 

Allowances, U.K. investment, 304 

Alternative positicn, 21-31, 86—8, 167—75, 260—4; company representatives consulted 
on, 86—7, 91, 142, 144, 184, 187; complications in, caused by time factor, 24—6, 128—30; 
considerations affecting U.K. companies in, 23; considerations affecting national 
interest in, 24; difficulties in envisaging, 86—7, 93, 388—9; Hufbauer—Adler report and, 
298—300; importance of averages in, 87—8, 98, 103, 122; knowledge-sharing in, 309-14; 
macro-economic repercussions in, 250—8, 333—4, 337—8; marginal changes assumed in, 
88, 212, 250, 306; need for, when assessing effects, 21—2, 91, 260—1; role of foreign 
companies in, 23, 86, 88, 105, 110—11, 170, 182, 254—6; role of U.K. Government in, 
27—9, 125, 167—75 pass., 262, 334; scheme of analysis for, 29, 168—70; selling sub- 
sidiaries remain in, 91n.2, 181; transitional adjustments and, 22, 29—31, 88, 168; U.K. 
internal investment in, 28, 29-30, 93—5, 169—70, 171, 172, 262, 334; variety of possible 
types of, 22, 87, 167, 263—4, 334. 

Argentina, adjustments for exchange losses in, 54n., 176—80 

Arm’s-length pricing, 23, 35; know-how and management services assumed to be on basis 
of, 100—2, 114n.; materials traded on basis of, 75, 116—18; profits adjusted for, 143—4. 

Assumptions (governing the alternative position), 27—9, 168—72, 263—4; basic, conceming 
role of foreign companies, 23, 86, &8, 105, 170, 182, 254-6; comparison of, with 
Hufbauer-Adier assumptions, 298—9; modification of, 110—11, 127, 254-6; translation 
of, into figures, 86—7. See also Alternative position 

‘Average year’ approach, 88, 98, 103; as means of measuring the profitability of a typical 
venture 25—6, 26n., 87, 223—4, 231 

Averaging, process of, 87—8, 103, 122, 127, 128, 270 

Australia, macro-economic repercussions in, 251—8 pass. 


Balance of payments response, foreign, 254, 256—8, 259, 260 

Balance of payments, U.K.: combination of various effects on, 26—27, 125, 130, 174-5, 
338; ‘compound interest’ effects on, 126, 172, 174, 240, 242; continuing effects on 
current account of, 125—8, 170—2, 174—5, 278—9; deficit in, I.1, 129, 131; initial 
effect on capital account of, 92; initial effect on current account of, 89—92, 122, 234, 
235, 241—2; terms of reference mention, 15 

Bank of England, 94 

Banker, 263 

‘Best guess’, used in assessing effects on exports, 91n., 105, 182-3 

Board of Trade: definition of net assets overseas, 140n., 377n.; definition of U.K. 
company, 17; Overseas Investment Enquiry, 138, 139—40 

Branches, U.K. overseas: defined, 151; diversity of accounting practices of, 271 

Brazil, adjustments for exchange losses in, 54n., 176—80 

Brittan, S., 301n. 


Capital appreciation, 57—9, 98, 99; adjusted for inflation, XIV.1; adjusted for replacement 
cost, 99-100; and disinvestment, 248, XVIII.3 and 4; and profitability of new ventures, 
227, XVII.6; by country (with profits), XVI.1 and 4; by industry, V.4; defined, 137; 
excludes undistributed profits, 57, V.4n., 59, 123, 136—7; included in continuing 
effects, 123, XIV.1, 127-8; on external obligations of U.K., 128n., 277 
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Capital equipment, U.K. exports of, 60, 61-63; by country, VI.1(a); by industry, VI.1(b); 
compared with official aggregates of, VI.1, Fig VI. A; effects on, by country, 215-7, 
XVI.1 and 4; effects on, by industry, X.1, 182—3, E.1; import content of, 92, 123, 125; 
nature of initial effect on, 89—91, 170; purchased by new ventures, 227, XVII.7; 
purchased by oil companies, 79, VII.3, 83; unimportance of transitional adjustments 
for, 30 

Capital market, general, 28n., 94 

‘Combined return’, V.4, XI.1, 99—100. See also Capital appreciation 

Commonwealth Sugar Agreement, 117—8 

Components, U.K. exports of. See Input items 

Confidentiality, guarantee of, 43, 144, 151 

Continuing effects, 125—30, 233-5, 241-2, 278—9, 333-8; adjusted for inflation, xIV.1, 
272—5; averaging process used for, 88, 103, 122, 128, 129; by country, XVI.1 and 4; 
by industry 123, XIV.1, 128; ‘compound interest’ and, 126, 240, 242; ‘give-and-take’ 
principle adopted for, 103; in case of disinvestment, 244-8, XVIII.3 and 4; macro- 
economic repercussions in, 254, 256, 258—9; modification of basic assumption 
governing, 110—11, 254—6; on exports of goods, 103—10, XII.1, 2 and 3; on exports of 
services, 111—4, E.3, 279-81; on national income, 333—6, XXVI.1 and 2; on profits, 
96—102, 272—5; on U.K. imports, 115—20 

Contracts, long-term, for materials supply, 115—16, 117, 119—20 


Debenture interest, 123, 238. See also Financing charge 

Debt, U.K.’s external. See Obligations 

Defence expenditure, U.K., 120 

Depreciation, 267—70; allowances for, lost when net investment cut, 242n.; by industry, 
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